LU

47383
!




|| IR

; . .
IMPROVING RES|UILTS |CONSISTENTL¥.‘[

his year’s resuits put an exclamation point on the

success we have achieved over the past five ye:‘;trs a
period we refer to as Phase 1 of MEMC s renewal.
During this five year period we: | j
« Grew sales at a compound annual rate of 20%, |
« Grew Non-GAAP earnings (based on ca:ish tax rate) from
a loss position to over $2.00 per share, (Refer to table on
page 59.) o

b
+ Generated approximately $1.3 billion in cumulative oper-

(operating cash flow minus capital experiditures). ‘%
« Delivered a cumulative shareholder return of over 1,000%.

il
n 2006, MEMC continued to post improvements in
almost every financial category. The c!onsistent, profitable
results that we've been able to achieve have put usin a
position to fully capitalize on the opportunities we sé:e ahead.
The momentum we continue to build and!the excellent results
we enjoy validates our strong business model. :}
It takes the best and brightest people to execute 2 strﬂ)ng busi-
ness model and bring home results. At MEMC our people
also build strong relationships with customers, suppl;iers and
the community. Without these relationships results ﬂémain
static at best. This approach produced continued financial
improvement in 2006. The following are pomts of wh1ch we
are particularly proud: | |
» Grew revenue by almost 40% to over $l?.5 billion.
s Grew gross profit dollars to a record $62:59 million.’
+ Doubled our operating profit over the prior year. ‘
« Increased earnings per share by 46%. |
« Generated operating cash flow of 34% of sales, angl free cash
flow of 25% of sales. } \

« Continued to record strong, double-digit return on assets,
1

I

n (cash and short-

registering over 25% in 2006. !
« Significantly grew our net cash position l
term investments minus debt). | !

i

1\
MEMC’s record profits have placed us in an even stronger
financial position than a year ago—great news for our stock-

holders, customers, employees and supphers

ating cash flow, and $735 million in cumlulatwe free cash flow -

Our financial success arises directly from our strategic
posmon in growth markets an‘d an intense focus on our
customers current and future lneeds, sustained by dedlcatxon
to technﬁ)loglcal innovation. V‘\’e have reinforced our stra-
tegic position over time by focusing on asset efficiency and
contmuously improving our C(:)St position while deve%opmg

a set of products that mcorpor‘ate innovative technologies.
Our commitment to innovation has led to broad usage of our

enables us to continue the cycle

products] This market success
of investing in new products and capabilities that generate
further growth.

I

Our five years of strong perfom‘lance during Phase I is a good
start, but:it is consistent long-term performance that counts. The

financial strength that we enjoy;today will enable us to clapitalize

on the opportunities we see for Phase 11 of MEMC's renewal.

These opportunities are born f‘rom the dynamics of the wafer
industry:and the steps that we are taking to position cl)urselves

to tz:ike advantage of them. In the next two sections we will

talk'about each in turn.

Granular polys:llcon is introduced mto a crystal pulling furnace talnk and
the ex1st1ng crucible melt. Once the melt phase is complete, a seedwill be
msertcd to begin crystal growth.
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R‘Iew':nue A Gross Profit and Margin Operating Profit and Margin

With year aver year growth rates {Doflars in millions) Dollars in millions Dollars in millions
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le-GIAAP EPS | Operating Cash Flow Return on Assets

i '
(EPS using cash tax rate; see table on page 5 With percentage of net sales (Dollars in millions) Net income divided by average of beginning and ending jotal as:

$2.20 1 i ‘I 5540 1 27%
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TAKING A!DVAN'I"'}I\GE OF CHANGE
. .

- |
|s INIINDUSTRY DYNAMICS
| [ .

ur financial success is the result of a business model
that is in sync with market dynamics and our cus-
tomers’ needs.

For almost 50 years, MEMC has been a pioneer in wafer
development and a leader in supplying senﬁiconductor wafers.
Four years ago, we stated our desire to exp]ore opportunities

to make solar wafers as well. While remaining focused on our
core competency of making wafers, MEMC has now intro-
duced solar wafer products, for which demand is now growing
at a different rate than semniconductor wafers. Let’s discuss the
opportunities and dynamics for each of these product types, the
combination of which results in a $14 billion market for wafers
(see figure 1)

Semiconductor Wafers

The largest portion of the wafer industry is the $10 billion
semiconductor wafer market, which is growing at a unit rate

of approximately 10% per year. Silicon wafers are the bﬁilding
blocks for virtually all of the world’s integrated circuits, and it is
this $250 billion semiconductor industry which, in turn, feeds
the entire $1 trillion electronics market (illustration on inside
front cover). People are often surprised to learn that the types of
products that MEMC manufactures are in every electronic device
produced in the world today, and are in your cell phone, com-
puter, server, PDA, DVD player, digital camera, as well as in your

car, the airplanes in which you fly, even in your refrigerator.
i

Figure 1

Wafer Market

~10%
CAGR

30%+
CAGR

TAM—Total Available Market
CAGR—Compound Annual Growth Rate

' [
This relationship results in a very tight correlation between

wafer inc}ustry units—measured in square inches of si}icon—
and the growth of unit shipments in the semiconductor
industry (figure 2). This is g()(l)d news for MEMC, as semi-
conductor industry units have only declined on an annual
basis three times in the past 30 ‘years. 'This dynamic has increased
the demand for wafers, and we believe it will continue to do

50 in the future.

Continu‘_ed unit growth in 2006 caused capacity utilization rates
in the wafer industry to remain high (figure 3). In 200 xpillimeler,
or 8 inch diameter wafers, the wafer industry has not added any
significant capacity over the last five years, while customers have
continued to add capacity selec"tively. Because of this, it did not
take much to keep 200mm util{mtion rates at very high levels.
Due to capacity additions in the semiconductor industry in
300mmy or 12 inch diameter wafers, the wafer industry contin-
ues to aftid capacity primarily oln this platform to support the
customer base. The supply/demand balance in 300mm!/seems to
be healtl:w, and utilization rates in the wafer industry were near
an all-time high in 2006.

Movmg beyond the supply/ demand dynamics, it is thle techni-
cal evolutlon of the wafer itself that, in our opinion, will be

the cnablmg driver for semlconductor device improvements

as the industry moves below 65 nanometer (nm) line:widths
{figure 4). About fifteen years lago, customers probably thought
of wafers as somewhat of a necessary evil. As we moved into

the 7000 time frame, device makers began to really sce the cost
saving opportunities that larger diameters offered. New device
structures then started testing| the limits of wafers. Ad these line
widths é:ontinue to shrink in 2;006 and beyond, new wafer mate-
rials can help solve the associated problems of excess heat, pow-
er dlSSlpatlon and yield loss. Spec:ﬁcally solutions like MEMC's
patented PerfectSilicon and alternate materials {(such as strained
silicon and Silicon On Insulator (SOT)) can enable products or
devices that have larger quantities of embedded memory, gen-
erate less heat or have longer battery life. These advanced wafers
are beir:lg requested by customers even on 200mm di'ameter

. o | .
wafers (in addition to 300mm) as customers try to improve

their asset efficiency by extenhing the 200mm wafer fabrication
facility capability down to 65 nanometers. These wafers also
command incrementally higher prices per square inch due to
the adc}ed value they provide|to our customers.
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Flgure 2 Figure 3
Wafer‘and Semiconductor Déevice Units Move in Tandem Industry Capacity Utilization

In spite of shrlnkmg ling widths, silicon wafars and semiconducter devices move in tandem.
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TAKING ADVAN'II';J?GE OF CHANGE

0 K !
’S IN' 'INDUSTFY' DYNAM‘I‘C_St(continued)

As the industry contirnues (o evolve along thrs path, the degree of
customization by both applications and customers has mcreased
significantly, resulting in a higher number of mcreasmgly stringent
technological specifications. Fewer and fewer wafer suppliers
have the financial model that will be c1pable of fundmg the
entire set of customized solutions, and we;believe that there
will be less than a handful of suppliers remaining in ? few
years, down from about two dozen or more in the 1990 time
frame. It will be the companies that are capable of generating
cash through a self-funding business model that will‘;sbe able
to compete, and reap the rewards of the shifting dyn%tmic.

The capability below 65 nanometers combined with lmger diam-
eters is very beneficial to our customers. As a result, 300mm is
now the major platform where our customers are expandmg to
support semiconductor unit growth. The wafer industry is sup-
porting this trend by adding almost all of its: increment:j;tl capacity
in the 300mm diameter. This is causing the industry to increase
the mix of 300mm as a percentage of the total square inches. Due
to the higher prices of 300mm per square inch as a result of the
higher value, this has a multiplier effect for revenue and margin
{figure 5). Similar dynamics apply to alternate materlals (such as
strained silicon and SOI) since they compound the capabrlrty of
base wafers and command even higher value. i

Solar Wafers i “

The second part of the $14 billion wafer market shown in
figure 1 on page 4 is the $4 billion solar wafer market which
is currently growing at about 30% or more per year. In 2006
MEMC announced the signing of $7-9 billion worth of long-
term supply contracts to deliver solar wafers. While thrs isa
new product line for MEMC, we feel that \we are already well
positioned to emerge as a winning player due to ourilong
history of making wafers. These solar waférs are used as the
foundation for the $18 billion solar ceil,v'mlodule market

Both sources of demand — semiconductqr wafer consump-
tion growing at 10% and solar wafer consimption growing
at over 30% per year - are supported by tl|1e same raw

material %— polysilicon. The cclmsumption of silicon il"l the
solar market is closely related to the growth in megawatts of

energy g‘enerated by the solar |market {figure 6}, not u‘nlike the

. L N N
unit correlation in the semiconductor market rnentlolned ear-

lier. Based on 2005 data, the lalrgest solar module maker con-

| I
sumed more square inches of srlrcon than the top 5 semicon-

ductor compames combined. Thrs demonstrates the silicon

lsolar industry, which is stiil in
its mfancy As a result, the solér energy market, accorldmg to
sormie forecasts, is actually pon%ed to consume more polysilicon
in 2008 than the semiconductor industry. This is no insignifi-

Lo ol .
primarily the scrap material left over from the semiconductor

consurnptlon potential for the

i
cant fact, considering that the solar industry used to consume

i .
wafer manufacturing process.

The:industry players are increallsing capacity to produce

polysilicon. However, due to the long lead-times required to

. . . | )
increase capacity or build a new plant, the overall growth in

poly}silicon capacity in the industry has not been fast enough

to snppor'rt the growth of the n:tarkets it feeds. Therefolre, the
market for polysilicon has beeln scld-out for almost two years
(figure 7-1) even through the serlniconductor inventory,correc-
tion in early 2005. Some 1ndustry observers are forecastmg a

tight market through the end |of the decade, even with expan-
siorts that have been announced by existing suppliers (tier 1)

: |
as well as new entrants.
More importantly, although ttlxere is investment and capacity
expansron occurring for solar grade polysilicon (polysilicon

of suﬂicrent guality to make solar waers), there does not seem
to be enough investment directed to increase the capacity of

semls.onductor grade polysﬂlclon, which is essential for semi-

conductor wafer production. These dynamics present arare
opportu%nty for a company l1k:e MEMC that is umquf’ely po-
sitioned at the intersection of both of these demand streams,
due to our vertical mtegratlonl, and our history of makmg
wafer s for nearly 50 years. We will describe this opportunity

in thq. next and final section of this letter.
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Figure 5 Figure &

Semiconductor Growth Drivers Solar Wafer and PV Megawatts Move in Tan
MEMC is poised to capitalize on significant few waves of growth in the industry
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OUR FUTU[RE

¢ have used improving industry dynamiés and a

keen internal focus to deliver Ioutstandmg results

over the last five years. As we have moved into the
second half of this decade, we have reposmoned the company
to take even greater advantage of our core competenaes

As shown in Figure 8, the TAM (Total Available Market) for
wafers today is approximately $14 lnlllon,lof which approxi-
mately $10 billion is semiconductor wafers, and this was our
historical focus. An opportunity to penetrate the adjacent
space of the fast growing solar wafer market has evolved—
over the last 5 years, and we are positioned to take advantage
of it as well. Our vertical integration of making polyslhcon
through wafers allows us to cost- effecnvely part|c1pate in

this 30% growth area while maintaining our core focus on
making wafers. This rarely happens in a company’s 11‘fet1me
What if we could establish an equivalent posmon in the total
wafer market (semiconductor and solar), wlnch is pro;ected
to grow to over $30 billion by the end of the decade, ‘whxle
maintaining our financial model? This would present MEMC
with an opportunity to significantly i increase its revenue and
profits during Phase II of our renewal (Flgure 9). "[h‘ls would
also allow us to capitalize on general econlornlc growth when
oil prices are less than $40 a barrel, and alternative energy
strength when oil prices are above $50 a blarrel. :

To take advantage of this opportunity, MEMC has started the
transition from opportunistically selling polysilicon and ingot
to the solar industry, to producing and se]lmg solar wafers

as shown in Figure 10. To that end, MEMG began shipments
of solar wafers in January 2007, Since eachI kilogram of poly-
silicon after conversion into a wafer commands greater value,
this should have an inherent revenue and profit multiplier for
MEMC. In support of this strategy, and tolcontinue to grow
our semiconductor wafer sales, we are targeting to inl:rease :
our polysilicon capacity from apprommately 4,400 metric tons
per year, to 8,000 metric tons by the end of 2008, as d1ctated
by market conditions (figure 11). 'This capac1ty—expans1on will
allow us to take advantage of a vertically 1ntegrated supply

cham by prov1d1ng security of supply for semiconductor wafer

expanm!o'ns and increase our sales of solar wafers. Andlsince our
comipetitors buy most of their polysﬂlcon on the open market,

it should also provide a relative cost advantage for us.

Our eompetitive position within the various industry and

|,
market segments that we serve is strong. Combined with

il
our vertlcally integrated position and self-funding business

modt_l we see great opportunmes ahead. We are expanding

|
our capablhnes, increasing our served available market, and

strengthlenmg and defending c})ur intellectual property portfo-

lio. We are strengthening the foundation of our business and

|
posmonmg ourselves to capitalize on industry trends and our

|
ﬁnancnal strength. We are targetmg to grow earnings at rates

fasterithan sales and to generate strong cash flows through
the seclond half of this decade by building momentum in our

newer products
i

As we enter Phase 1 of MEMCS renewal, we do so as arec-

I
ognued 1ndustry innovator w1th an expanding global reach.

|
We contmue to build upon our success and further strengthen

I
our. b|u|51|ness foundation for tl‘le future. Our strong financial
posmloin will enable us to be even more profitable and grow

1
our, husiness unlike many of our competitors. As we move for-

wardI we remain focused on a balance of profitability, market-

share and technology.

MEMCs strategies are worklng, and there is still considerable
room f|0|r organic growth. Wh‘en combined with the :lstrength
of MEMC s people, we believe these factors make MEMC a

|
better 1nvestment proposition, and a better company, today

than ever before.

i
lM

Nabeel Gareeb
President and
| Chief Executive Officer

John Marren
Chairman of the Board
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Fig!uri 8‘ i Figure 9 ‘
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FIVE YEAR SELECTEDI FINANCIAL HIGHL

L .\l

o i
| |
]
The following data has been derived fromlour annual consolldated financial ,tatements including the consolidated balance sheets

and the related consolidated statements of operations, cash flows,’ ‘and stockiholders equity (deficiency) and the notes thereto The
information below should be read in conjunction with our consolldaled ﬁnancml statements and notes thereto including Note 2

related to significant accounting policies. ! ' ! |

: [ 2006 2005 20045 2003 2002

Dollars in thousands, except share data ) ; , |
' PE
Statement of Operations Data: ; - oy

Shares used in basic income " ‘
(loss) per share computation 222,128,722 213,513,1 10 207,713,837 202,439,828 129,810,012

Shares used in diluted income (loss)

Net sales | 51,540,584 $l 107 379 $1,027,958 $781,100 $687,180
Gross margin 688,947‘I 366 518 369,415 232,756 173,458
Marketing and administration 94,852 76 316 71,948 57,203 65,786
Research and development \ 35,819 33 209 37,975 32,934 27,423
Restructuring costs @ . | — = (996) - 15,300
Operating income I 558,276 256 993 260,488 142,619 64,949
Net income (loss) allocable ! ' |
to common stockholders ® ‘ 369,288 249 353 226,201 116,617 (22,097)
Basic income (loss) per share i 1.66 T 1 17 1.09 0.58 {0.17)
Diluted income (loss) per share i 1.61 . ; 11 10 1.02 0.53 C(0.17)
1
|
[

b
© 229,743,349 226,449,944 -~ 221,047,946 218,719,459 129,810,012

ii 1

per share computation

Balance Sheet Data: :
Cash, cash equivalents and short-term I | :

investments : 585,491 i 153 ol1 92,314 130,697 165,646
Working capital | 641,696 21 1 369 155,024 92,256 71,942
Total assets . 1?765,524 l 148 103 1,028,189 726,752 631,682
Short-term borrowings : - 13,209 20,001 16,899 80,621
Long-term debt_(including current :| } |

portion of long-term debt) : 34,40% f ?:9‘,917 138,727 114,193 204,017
Stockholders’ equity (deficiency) : 1,166,893 b 711,337 442,898 193,623 (24,680}

! ! ‘, [

Other Data: Ir l t :
Capital expenditures | 148,370 162,738 145,840 67,396 21,952
Employment | : 5,500 ' ! '5,400 5,500 4,900 4,700

| L \ |
{1) In the 2004 first quarter, we completed 1he acquisition oflhe remaining 55% interest in 'Iaml that we dld not already own. As a result, the financial results of Taisi] were consolidated
with our results effective February 1, 2004. , ! |

! I
(2) During 2002, we incurred charges of $15 million pnrnnnly in connection with restructuring plans atf(ctmg approximately 450 salaried, hourly and temporary employees. During 2004,
we reversed the remaining unused restructuring reserves aof $1 million related 1o the 2002 rcslrucmrmg charge

(3} During 2005, we reversed $67 million of valuation allowanccs related to deferred tax assets This reprcscnled the reversal of all remaining valuation allowances on deferred tax assets,
During 2004, we reversed $137 million of valuation allowances related to deferred tax nssels ]
r | '
' ) I
t i t
‘ j
,

l
[
|
I
l
|
l
|
|
|
|
|
|
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COI\I/IPANY OVERVIEW

We are a leading worldw1d|e producer of wafers for the semiconductor industry, and are one of four wafer suppliers having more

than|a 10% share of the ovlerall market. We operate manufacturing facilities in every major semiconductor manufacturing region
throughout the world including Europe, Japan, Malaysia, South Korea, Taiwan and the United States. Our customers include
v:rtufally all of the major semlgonductor device manufacturers in the world, including the major memory, microprocessor and
appliications specific integrated circuit, or ASIC, manufacturers, as well as the world’s lérgest foundries, We provide wafers in sizes
ranging from 100 millimeters (4 inch) to 300 millimeters (12 inch) and in three general categories: prime polished, epitaxial and
test/monitor. Depending on market conditions, we also sell intermediate products such as polysilicon, silane gas, partial ingots and

scrap wafers to semilconductor device and equipment makers, solar customers, flat panel and other industries.

In 2006 we announced our intention to provide solar wafers as an additional type of wafer by signing multiple long-term solar wafer
supply contracts. We began delivery of these wafers in January 2007.

RESULTS OF OPERATIONS
‘ |

Net Sales ' [ 2006 | 2005 2004

Dollars in millions

Net Sl.ales } z f
Percentage Change | | i

Our net sales increased by 39%-to $1,541 million in 2006 from $1,107 million in 2005. The increase was driven by continued price

51,541 $1,107 $1,028
39% 8% 32%

mcre;ases on both sales of olur excess polysilicon raw material and wafers combined with increased volumes. Our wafer average selling
prices for the 2006 year we:le approximately 10% higher than the average selling prices for the 2005 year. Our raw material polysilicon
sales amounted to slightty less than 19% of total sales in 2006 compared to slightly less than 10% in 2005. This percentage is anticipated

. o
to slowly decline over time as our wafer sales grow at a faster rate.

Our net sales increased by!S% 'to $1,107 million in 2005 from $1,028 million in 2004 resulting primarily from increased sales of
polysdlcon at h1ghenpr1ce‘. and an increase in wafer product volume. Wafer average selling prices declined approximately 3% in -

2005 compared to 2004. T}l‘ue worldwide polysilicon shortage allowed us to sell excess polysilicon to solar customers. Polysilicon

sales amounted to slightly ‘less than 10% of total sales in 2005.
)
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MANAGEMEFIT s DISCUSSION AND ANALSl.’,SIS

Il
i

Dollars in millions

customers located outside North!'America

Net Sales by Geographic Area:

us.
$521 /
Other ‘

2006

o\
$2.73 ‘ )
s
Korea_ X A H o \ ///

v/

Percent of Change:

US. 52%
China 481%
Japan 119)%
Korea 2%
Taiwan 21%
Other Foriegn Countries  18%
Total 39%

Us.
$344
Dther
$224

Taiwan
$225

China

$38

Korea
$184

Japan
$92

' |
‘Percent of,

Uus.
China
Japan
Korea
Taiwan

QOther Foriegn Countrigs
Total

Change: |

L] [20%
28%
18)%

6%
1%
(61%

8%

Uus.
$286
Other
$233

Taiwan
201
China _

$29
Korea_ Lo . i o
$173

Japan
$100

/

|
We operate in all the major semiconductor-producing regions of the world, with approximately 66% of our 2006 net sales to
Net sales by geographic region'for each of the last three years were as follows:

\J’///

RNWA ./

Parcent of Change:

Us. 3%
China 120%
Japan 10%'
Korea 20%'
Taiwan 2949
Other Foriegn Countries  17%!
Total 37%

Gross Margin Percentage

Our gross margin improved to $689 million, or 45% of net sales, in 2006 compared to $367 million,
The improvement was driven by price increases on both excess polysilicon ancli wafer sales. Cost of goods sold increased $4 million
due to the recording of stock compensatlclm expense associated with the adoptlon of Statement of Financial Accounting Standards

No. 123 (revised 2004), “Share-Based Payment” (“SFAS 123R”).

Gross Margin | | 1 2006 || 2005 2004
Dellars in millions 1 I
Cost of Goods Sold ! | $852 $740 $659
Gross Margin l i : 689 367 369
| 1 45% 33% 36%
I

|
or 33% of net sales, in 2005

'The change resulted in an

.Our gross margin was $367 million in 2005 compared to $369 mllhon in 2004 and decreased as a percentage of sales from 36% to
33%. This decrease was mainly due to the decrease in wafer average sellmg prlces noted above, offset by increased margin on the
sale of polysilicon. Additionally, in 2005 we changed our technology transferiprocess that isolated research and development (R&D)
costs within manufacturing and reclassified them to R&D. See * Research and Development,” below.
increase in cost of goods sold with a corresponding decrease in R&D expense The 2004 amount recorded was $6 million.

As a Percentage of Net Sales

Marketing and Administration . ‘ 1 2006 _I 2005 2004
Dollars in millions ’ i

1
Marketing and Administration | $95 $76 $72

! | 6% 7% 7%
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Marketing and administration expenses increased to $95 million in 2006 compared to $76 million in 2005, The increase was
prlmanly a result of the relcordmg of stock compensation expense associated with the adoption of SFAS 123R and higher
professmnal fees. Stock co:mpensanon expense recorded in marketing and administration expenses was $13 million in 2006 as
compared to $2 million in 2005. As a percentage of net sales, marketing and administration expenses in 2006 decreased to 6%

compared to 7% in %005 \

Marll(eting and administration expenses were $76 million in 2005 compared to $72 million in 2004. As a percentage of net

sales marketing and administration expenses remained consistent with 2004, at 7%. In aggregate dollar amount, marketing and
admmlstrauon fees mcreased due to increased freight on customer shipments, higher professional fees and increased cost of
prov:dmg sample wafers t(‘) customers. These increases were substantially offset by the termination of a management advisory
agreement with Texas Pacific Group (*TPG”) in March 2005. Pursuant to the agreement, TPG provided management and financial
advislory services to us as requested by our Board of Directors in exchange for a management advisory fee of $2 million per year

plus related out- of~pocket expenses, and other additional compensation prior to the termination.

Research and Developme'nt I 2006 ] 2005 2004

i ]

t | ‘

Rese?rch and Developmenit ‘- $36 $33 $38

As a Percentage of Net Sales . 2% 3% 4%
! |

R&D expenses consisted n“lainly of product and process development efforts to increase our capability in the areas of flatness,

partilcles and crystal defectivity. Our research and development expenses increased to $36 million in 2006 compared to $33 million

in 2005 due to stock compensation expense associated with the adoption of SFAS 123R of $1 million in 2006 and a reduction in the

amodnt of R&D grarits we received from the Department of Defense.

Dollars in millions

Our R&D expenses decreased to $33 million in 2005 compared to $38 million in 2004, primarily due to the 2005 change in the
claSSiﬁcatlon of certam R&D costs. We changed our technology transfer process that isolated R&D costs within manufacturing and
reclassified them to R&D We determined that the difficulty of precisely measuring the impact of these actual costs warranted no

|
longdr classifying such costs as R&D. The amount recorded in 2004 was $6 million.
?

Nonoperating ( lncome) Expense ! 2006 | 2005 2004

Dollars in millions

Interest Expense ! | $2 $7 $14
Interest Income (15) (4) (5)
Loss on the Extinguishment of Debt - — 61
Other, Net L | (20) 2 (8)

¢ | .
Interest expense in 2006 decreased to $2 million from $7 million in 2005. The decrease was due to our continued reduction of debt
during 2005. Interest experllse in 2005 decreased to $7 million compared to $14 million in 2004. The decrease was primarily the
resultof the redemption in'December 2004 of the senior subordinated secured notes as well as the reduction of South Korean debt
throughout 2004. |

! |
In 2006, our interest income increased to $15 million, compared to approximately $4 million in 2005 and $5 million in 2004. This

. ol : . .
change was prlman]yldue to returns on higher cash balances and increased interest rates throughout 2006.

|
On December 30, 2004, we redeemed in full our cutstanding senior subordinated secured notes plus interest for $68 million. In order to

| | . . . . .
redeem the notes, we negotiated an amendment to the note indenture to allow for this early redemption without a premium. As a result of
this amendment, we re'cogmzed a non-operating debt extinguishment loss on a pre-tax basis of $61 million in the 2004 fourth quarter.

t .
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Other nonoperating income in 2006 includes a gain of $19 million due to the ma'rk to market adjustment related to a warrant received
from a customer as discussed in Financial Condmon below. The pnmary Compio‘nents of other nonoperating income included'in the
2004 period were the reversal into income of unused customer depos1ts followmg the expiration of contracts, a gain on the termination
of a customer supply arrangement and a reimbursement recorded from a business interruption insurarice recovery.

\ ' J
| 2006 || 2005 | 2004

Income Taxes 1 " ! E

Doltars in miltions ' ! |

Income Tax Expense (Benefit) ! | $215 $(3) $(40)

Income Tax Rate as a % of Incomie before/Income Taxes ! - l | 36%, (1)% (20)%
i

I |
In 2006, we recorded income tax expense of $215 million representing 36% of income before income taxes, equity in joint \!fenture
and minority interests. The increase in the| overall tax rate in 2006 from 2005 was related primarily t‘o the release of all existing
valuation allowances, a reassessment of income tax contingent lmblhtles, effect's of foreign operations and changes in state items in

2005 (all as described below) and an lncrelase in profitability in 2006 : |

In 2005, we recognized an income tax beneﬁt of $3 million representmg a benefit of 1% of income before income taxes, equity

in joint venture and minority interests. The tax benefit was primarily due to reversal of valuation allowances, reassessments in
reserves for changes of estimates of $30 million, effects of foreign operanons on taxes offset by state income tax increases fiom rate
changes and non-realizable state tax loss carry forwards. We reversed $67 mll!lon of valuation allowances based on our prcluected
future earnings because we believe it is mrl)re likely than not that certain deferred tax assets will be rTIzcogmzed in the future; In
making this determination, we considered all available evidence mcludmg hmtoncal pre-tax and taxable income (losses}, and the
expected timing of the reversals of exntmg taxable temporary dlfferences by taxable jurisdiction. We reassessed reserves for changes
in estimates benefiting taxes by $30 million primarily for allowable deprecnatlon deductions under IIRS rules and an elecuoln to
claim U.S. foreign tax credits. We expensed $10 million of state income taxes related to tax rate changes and non-realizable state
net operating losses caused by a merger in 2005 for tax purposes. ]We recoglmzed a tax benefit of $10 million primarily from our
election to credit foreign taxes. We made certam prior period adjustments that netted to a tax expense of $3 million. See “Other

Events” below. ! ; ‘

1
1

In 2004, we recognized an income tax benefit of $40 million primarily due to tjhe reversal of $108 million in valuation allowances
against deferred tax assets related to our pro;ected future earnmgl; and $29 Inlnlllon related to curren‘t earnings in 2004. We‘reversed
the valuation allowances related to future’ earnings because we belreve that it-is more likely than not that certain deferred tax assets
will be realized, taking into consnderatron all available evidence 1ncludmg historical pre-tax and taxable income (losses), projected
future pre-tax and taxable income (losses) and the expected timing of the 1F\IJelrsals of existing temporary differences by taxable
jurisdiction. Primarily as a result of the tortal valuation allowance reversals of $137 million related t(l) current and future earnings, we
had an income tax benefit rate as a percentage of income before income taxes ;of {209%) in 2004. We also recorded a $27 million tax
liability in 2004 for the potential non-deductibility of the payment to TPG forjthe redemption of the subordinated note.

1
1 i
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SS|ION AND ANAITYSIS

|
FINANCIAL CONDITION

Cash and cash equivalent:‘; increased $401 million from $127 million at December 31, 2005 to $528 million at December 31, 2006.
See additional discurssion in L"iquidity and Capital Resources.

Short-term investments increased $31 million from $27 million at December 31, 2005 to $58 million at December 31, 2006. Qur
improved operatmggresulls have allowed us to build our cash balance which we continue to invest in short-term investments,
primarily comprlsed of time deposits.

Ourlaccounts recewable urcrea\ed $74 million 10 $199 million at December 31, 2006, compared to $125 million at the end of 2005.
Of this increase, $28 mllhon is attributed to a reduction in factored receivables. As discussed below, at December 31, 2006 and

2005I we had factored $3 mlillon and $42 million of receivables, respectively, of which'$0 and $11 million have been recorded as

shorlt term borrowul:gs anld accounts receivable as of December 31, 2006 and 2005, respectwely The remaining $46 million is dug
toa tl:ombmatlon of increased sales offset by improved payment terms. Our overall days sales outstanding (“DSO”) was 43 days at
December 31, 2006, lcompzlred to 38 days at the end of 2005 based on annualized fourth quarter sales for the respective years. The

increase is a result of fewer factored receivables.

Our inventories decreased $4O million or 33% to $80 million from the prior year. The decrease was primarily due to the 39%
increase in 2006 salels compared to 2005.and our efforts to reduce our consignment mventory Our annualized inventory

turnsl; calculated as the rano of annualized fourth quarter cost of goods sold divided by the year-end inventory balance, were
apprlommately 11 t1n"1es at December 31, 2006 versus approximately six times at December 31, 2005. We sell our products to certain
customers under con51gnment arrangements. Generally, these consignment arrangements require us to maintain a certain quantity
of prloduct in inventory at the customer’s facility or at a storage facility designated by the customer. At December 31, 2006, we had

e $6 million of inventory held on consignnient, compared to $18 million at December 31, 2005.

Our net property, plant and equ\pment increased $109 million to $604 million over the prior year. The increase was primarily due
' to capttal expenditures related to expansions at our plants in Taiwan, Italy and Pasadena, Texas and foreign currency changes, offset
by depreuanon expense.

Our net deferred tax asset‘. totaled $131 million at December 31, 2006 (of which $12 IT}IUIOI‘I was included in prepaid and other
assets) compared to $1 78 mllllon at December 31, 2005 {of which $12 million was 1ncluded in prepaid and other assets). In 2006,
the decrease of $47 million in het deferred tax assets is primarily attributed to an incréase in deferred tax liabilities relating to
propérty, plant, and eqmprlnent and pension and post-employment benefits. We believe that it is more likely than not, with our
projections of future, taxable income, we will generate sufficient taxable income to reahlze the benefits of the net deferred tax assets
ex1stmg at December 31, 2006. In 2005, we reversed $67 million in tax valuation allowances because we believe that it is more likely
than not that the related deferred tax assets will be realized.

Other assets increased $92 mllllon to $143 million at December 31, 2006 from $51 million at December 31, 2005. During 2006,

MEMC signed a Iong—term supply agreement with a customer. At the sanie time, MEMC received a fully vested, non- forfeitable

|
warrant to purchase shares of that customer. The warrant becomes exercisable over a ﬁve -year period (20% annually) and has a

|
five-year exercise period from the date each tranche becomes exercisable. We recorded $67 million for the original estimated fair
value of the warrant wnth t]|1e offset to deferred revenue - long-term. The warrant is cons1deted a derivative and is therefore marked
to market each reportmg period based on the market price of the underlying security. The warrant was valued at $86 million at

v December 31, 2006, resultllng in the recording of a $19 million unrealized gain to other.income in 2006.

Our accounts payable increased $19 million to $125 million at December 31, 2006, compared to $106 million at the end of 2005.

The increase was primarily,due to the timing of capital expenditures.
i

}
L
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Accrued liabilities decreased $14 million t(l) $35 million at December 31, 2006 from $49 million at December 31, 2005. This
decrease was due to a reclassification of short-term pension llabllmes to long -term in connection with the adoption of SFAS 158,

“Employers’ Accounting for Defined Beneﬁt Pension and Other Postretlre‘m_eln} Plans” (“SFAS 158”),'as well as a decrease in the
amount of expected benefit contributions, slightly offset by an incEEase in cdstomer prepayments.

Our deferred revenue consists of short-term and long-term deferrals. We hdd‘ sIhort term deferred revenue totaling $5 million as
of December 31, 2006, compared.to $15 m1ll|0n at December 31, 2005. During 2006, we had multlple transactions which mcluded
finalizing an agreement with a customer and mutually terminating a prior, aglreement These transactlons resulted in a net beneﬁt
from deferred revenue of $2 million. This had an associated cost of goods sold of $1 million. We defer revenue for multiple element
arrangements based on a fair value per umt for the total arrangement when we receive cash in excess of the fair value. We also
defer revenue when pricing is not fixed and determinable or other revenue rrecognmon criteria is noit met. See “Critical Accounting
Estimates - Revenue Recognition’. Long- term deferred revenue of $68 miillion at December 31, 2006 relates to new supply
agreements signed in 2006 including the warrant described above! We will rlelcogmze the deferred revenue on a pro-rata basis as

product is shipped over the life of the contracts. . |

i
Income taxes payable increased $42 millioln to $54 million at December 3], 2096 compared to $12 lrnillicm at December 31, 2005.
This increase is primarily attributed to 1mproved profitability in the Us. optlzr!atlons over and above the benefit derived fron‘l our
decision to credit foreign taxes and is net of estimated payments made to date.

‘ \
Pension and post-employment liabilities decreased $24 million to; $88 million at December 31, 2006 compared to $112 million

at the end of 2005 (of which $3 m1lllon and $21 million were mclLilded in zia(.clrued liabilities at Decerpber 31, 2006 and
2005, respectively}, primarily reﬂectmg the reclassification of prior service credlts and actuarial gains to accumulated other

|
comprehensive income of approximately $1 1 million upon the adoptlon of S FAS 158, as well as pension plan contributions

exceeding total expenses by approximately $7 million. : .
o

Other noncurrent liabilities increased $79 million to $120' rnillionl at Dece%m'b!elr 31, 2006, compared to $41 million at Decerlnber 31,
2005. The increase is due to security dep051ts received from mult:ple customers in connection with new supply agreements of
$37 million and liabilities for various tax posmons it

|
LIQUIDITY AND CAPITAL RESOIlJRCES i ! |
i !
] |
, : . [ 2006 2005 2004
Dollars in millions ! ’ | i
Net Cash Provided by (Used in): Co
Operating Activities " ‘ ! $528 $321 $258
Investing Activities ) ' C | (174) (153) © {195)
Financing Activities C il 41| (94) (65)
jo!

1 i |
3 |
In 2006, we generated $528 million of cash from operating actlvmes compare’d to $321 million in 2005 and $258 million in 2004.

The year over year increases were pnmarlly due to the improved operatmg results.

!
OQur principal sources and uses of cash during 2006 were as follows: :

| |
Sources: !

» Generated $528 million from operations, 1
+ Received approximately $37 million in'customer deposits; and Pl

!
« Received approximately $17 million fr(l)m the exercise of stock optxons‘ !
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Uses:

. Invested $148 mllhon in capital expenditures;

. Purchased approxllmately $31 million of investments, net;

+ Paid down $18 million under short-term borrowings and long-term debt agreements; and

« Paid approximateily 56 rlnillion as a dividend to a minority shareholder in our Korean subsidiary.

!
At December 31, 2006, we had approximately $79 million of committed capital expenditures. Capital expenditures in 2006 and
committed capital expenditures for 2007 primarily relate to increasing our capacity and capability for our next generation products,

We expect our capit;‘;l expenditures to be between 10% to 15% of our net sales in 2007.

n |
In 2006, cash from ﬁnancilng activities provided $41 million, compared to $94 million used in 2005. This increase was mainly due

to an $89 million net paydown under long-term credit facilities in 2005 compared to $5 million in 2006. Approximately $37 million
was received in connectlon with customer deposits related to new supply agreements. These deposits are returnable to the customer
after|two years, although chh deposits are replaced each year with new deposits based on increased volume commitments stated in
the contract to reduce ourrisks associated with nonfulfillment of the contract by the customers. Also contributing to the increase
in cash from ﬁnancullg dctivmes was the excess tax benefits from share-based payment arrangements of $11 million recorded in
accordance with SFAS 123R and $17 million received in connection with stock option exercises compared to §$15 million in 2005.
fhese increases were offsel by net activity under short-term borrowing arrangements resulting in a decrease of $13 million in 2006,

!
compared to $9 million in2005.

|

On July 21, 2005, welentered into a Revolving Credit Agreement with National City Bank of the Midwest (*National City Bank™),
uUs Bank National Assoaat‘lon and such other lending institutions as may from time to time become lenders (the “National

City Agreement ). The National City Agreement was amended on December 20, 2006 to reduce the commitment fee and the
interest spread on loans bearing interest at a rate determined by reference to the LIBOR rate. Additionally, our obligations and

the guaranty obligaticlms Ofl our subsidiaries are no longer secured by a pledge of the capital stock of certain of cur domestic and
forelgn subsidiaries. The National City Agreement provides for a $200 million revolving credit facility and has a term of five years.

‘ lnterest on borrowmgs uncler the National City Agreement would be payable based on our election at LIBOR plus an applicable
margm (currently 0. 3r4%) or at a defined prime rate plus an applicable margin {currently 0.0%). The National City Agreement also
provides for us ta pay various fees, including a commitment fee (currently 0.08%) on the lenders’ commitments. The National City
Agreement contains ctoven;lmts typical for credit arrangements of comparable size, such as minimum earnings before interest, taxes,
depreciation and amortization and an interest coverage ratio. Our obligations under the National City Agreement are guaranteed by
certain of our subsidiaries. !

One of our foreign subsndlarles has an agreement with a financial institution whereby the subsidiary sells, on a continuous basis,
ehglble trade accounts recewable The agreement permits our foreign subsidiary to sell receivables on a recourse or non-recourse
basis. 'All of these rectl.wablc_s have been sold on a recourse basis. This agreement does not extend beyond one year. Such factoring
is gen:e-rally limited to $90 m111|0n by the National City Agreement. At-December 31, 2006 and 2005, we had factored $3 million
and $42 million of recen’ables respectively, of which $11 million was recorded as short-term borrowings and accounts receivable
as of December 31, 2005 as the sale criteria under SFAS 140, “Accounting for Transfers and Servicing of Financial Assets and
Extmgulshments of L1ab111t1es were not met for certain factored transactions. There were no factored receivables recorded as short-

term borrowings as of Decelmber 31, 2006.

Credit facilities and related _borrowmgs outstanding at December 31, 2006 were as follows:

Committed  Qutstanding

Doltars in millions

Long-term Debt ’ i $270 $34
Short-term Borrowinés \ 59 ._!

Total | ' ‘ 6339 $34:
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Of the $270 million committed long-term credit facilities, $8 m1llron is unavallable as it relates to lhe issuance of third party letters
of credit. Our weighted-average cost of bolrowmg was 2.3% and 2! 6% at December 31, 2006 and 2005 respectively. Our short-term
borrowings are subject to renewal armually with each financial mshlutlon through the course of the year Our total debt to total
capital ratio at December 31, 2006 was 3%, compared to 7% at December 31 2005. The improvement in this ratio is due pr1marlly

1o the payoff of debt and the higher stockholders equity in 2006 ad compared to 2005.
Our contractual obligations as of Decemblzr 31, 2006 were as follo_ws: ! l

I { ! i ] Payments Due By Period

| g

i Less than 1-3 4-5 After 5

Contractual Obligations | t Total ' :] Year Years Years Years
Daollars in millions ’ b ' ’ l l

‘ ‘ o :
Long-term Debt' | $ 34 L $ 10 $ 6 313
Operating Leases - 13 o4 6 2 1}
Purchase Obligations? \ 184i ; ; 82 47 35 20
Committed Capital Expenditures’ 79 79 — — —{
Pension Funding Obligation* I 35 (1o 11 11 3
Customer Deposits® . f 37 l [ — 37 — —!
Total Contractual Obligations i | $3821 : l $180 $111 l $54 l $37;

consolidated balance sheet.

next ten years. !

J

goods or services or taken title to thej property.
* Pension funding obligations represent the estimated payments assummg bn annual expected r
assets of 8%, and a discount rate on pensron plan obligations of 5.50%. These estimated payments are subject to srgmﬁcant
variation and the actual payments may be more or less than the amounts 'estimated.
¥ Customer deposits consist of amounts provided in connectron with neplr supply agreements which must be refunded to the

customers according to the terms of the agreements.

l

The contractual commitments shown above, except for our debt obligations and customer deposits,

n”

| l

i

? Represents obligations for agreements to purchase goods or services that are enforceable and legally binding on the C

Our pension expense and pensxon liability are actuarially deternlmed ancl we use various actuarial assumptions, includin,
discount rate, rate of salary increase, and expected return on assets to estrmlate our pension costs and obligations. We determine
the expected return on plan assets basedlon our pension plans’ actual asset mix as of the beginning of the year. While the
assumed expected rate of return on plan:assets in 2006 was 8%, the actual ‘r{et'urn experienced in our pension plan assets in the
comparable period in 2006 was 7.6%. We consult with the plans] actuanesltp determine a discount rate assumption that reflects the
characteristics of our plans, including expected cash outflows from our plans and utilize an analytical tool that incorporates the
concept of a hypothetical yield curve, developed from corporate ‘bond (Aa quallty) yield mform.mon Assuming a 100 basis point
variation in these assumptions, our 2006 pension expense would have been approximately $2 mrlhon higher or lower.

|are not recorded on our

" Qur long-term debt consists of forelgn currency denominated plant expansion borrowings that have notes maturing over the

ompany,

including minimum quantmes to be purchased and outstanding purchases for goods or services as of December 31, 2006.
3 Committed capital expenditures represent commitments for constructlon or purchase of property, plant and equipment. They
are not recorded as liabilities on our consolidated balance sheet as of l)ecember 31,2006 as wehave not yet received the related

ate of return on pension plan

We have agreed to indemnify some of our customers against claims of Il’lfrl.lilgemerlt of the intellectual property rights of o'thers
in our sales contracts with these customers. The terms of most of these mdemmﬁcanon obligations generally do not provide for a
limitation of our liability. We have not had any claims related to these mdemnlﬁcanon obligations.

g the
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Ouritotal unfunded|pen51on liability related to our various defined benefit pension plans at December 31, 2006 totaled $60 million.
Ourjpension obllgallons are funded in accordance with provisions of federal law. Contributions to our pension plans in 2006 totaled
approximately $12 m111|on. We expect contributions to our pension plans in 2007 to be approximately $10 million.

\
We llaeheve that we have t}}e financial resources needed to meet business requirements for at least the next 12 months, including
capital expendltures and working capital requirements.

OTHER EVENTS

Certain amounts recorded in 2005 related to previous periods. The amount of such adjustments was not material to our consolidated
results of operations for 2004 and prior periods, nor is the inclusion of the net expense in the results of operations for 2005 considered
material. The effect olf these adjustments on gross margin and net income for 2005 was as follows:

Impact on Impact on

2005 Prior Period Adjustments - increase (decrease) Gross Margin Net Income
Doltars in millions 1 }

Income Taxes, net ‘ §2 $(3)

Other ! | (3) (2)

Total;' ) | | $(1) $(5)
-

Included in the Income Taxes, net are prior period adjustments, including a benefit of $7 million related to the portion of the
mterest on senior subordmated notes deductible for tax purposes, additional expense of $3 million (tax expense of $7 million
offset by less depreciation Fxpense and other adjustments) related to the U.S. Generally Accepted Accounting Principles
(“US'GAAP") treatment of fixed asset basis under the Korea Asset Revaluation Law, additional expense of $6 million associated
with non-qualified stock opnon deductions in prior periods, and additional expense of $1 million related to amended tax filings
and reassessment of | tax basis limitations.

Included in Other are primlarily adjustments to cost of goods sold and inventory of approximately $2 million for profit not previously
eliminated from inventory for product shipped between operations and other adjustments that are not individually significant.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

The preparation of financial statements in conformity with accounting principles generally accepted in the United States requires
management to make estimate's: and assumptions in certain circumstances that affect anicl)unts reported in the accompanying
consolidated financial statements and related footnotes. In preparing these financial statements, management has made its best
estim:ates of certain a?lounfs included in the financial statements. However, application of these accounting policies involves the
exercise of judgment and use of assumptions as to future uncertainties and, as a result, actual results could differ from these estimates.
Our significant accounting polici_es_are more fully described in Note 2 of Notes to Consdlidated Financiat Statements herein,

Revenue Recagnition

We record revenue for product sales when title transfers, the risks and rewards of ownership have been transferred to the customer,
the fee is fixed and dclatermnlnable and collection of the related receivable is reasonably assured which is generally at the time of
shlprhent for non- cohmgnment orders. In the case of consignment orders, title passes when the customer pulis the product from

the assigned MEMC storage facility or storage area or, if the customer does not pull the product within a contractually stated period
of time {generally 6090 d‘lys) at the end of that period, or when the customer otherwwe agrees to take title to the product. Our
wafers are generally made to customer specifications and we conduct rigorous quality control and testing procedures to ensure

that the finished wafers meet the customer’s specifications before the product is shipped We consider international shipping term
definitions in our determmlatton of when title passes. We defer revenue for multiple element arrangements based on an average fair
value'per unit for the total erangement when we receive cash in excess of fair value. We also defer revenue when pricing is not fixed

and determinable or other reveénue recognition criteria is not met.
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In connection with new supply agreements executed during 2006 and the 'w:'arrant received from a customer as discussed in

“Warrant Valuation” below, we recorded long- term deferred revenue. We wrll recognize the deferred revenue on a pro-rata basis as

product is shipped over the life of the contracts. i |

!

Inventory i

Inventories, which consist of materials, labor and manufacturing overhead, are valued at the lower of cost or market. Raw materials
are stated at weighted-average cost. Goods in process and ﬁmshed goods mventorles are stated at standard cost as adjusted for
variances, which approximates weighted- average actual cost. The valuatlon of 1nver1tory requires us lo estimate excess and slow
moving inventory. The determination of the value of excess and slow movmg inventory is based upon assumptions of future

\
demand and market conditions. If actual market conditions are less favorablé than those projected by management, additional

inventory write-downs may be required. l ' | :
!
a

Property, Plant and Equipment 1 o

We depreciate our bunldmg, 1mprovementls, and machinery and equlpment evenly over the assets’ es‘tlmated useful lives. Changes
in circumstances such as technological advances, changes in our business model or changes in our (‘:ap1tal strategy could result in
the actual useful lives differing from our estimates. In those cases where we determme that the useful life of property, plant and

|
equipment should be shortened or lengthened, we depreciate the net book villie over its revised remaining useful life,

In accordance with SFAS 144, ‘Accountmg for the Impairment or Dlsposal of Long-Lived Assets,” we periodically assess the
impairment of long-lived assets when conditions indicate a possible loss. Wlhen necessary, we record charges for 1mpa1rmeints of
long-lived assets for the amount by which'the present value of future cash flows, or some other fair value measure, is less than the
carrying value of these assets. We have reclorded no significant 1mpalrment chrllrges in 2006, 2005 of 2004,

Income Taxes ' ' . : i

| ; ‘
In determining taxable income for financial statement reporting purposes, welmust make certain estimates and judgments. We
calculate our current and deferred tax provisions based upon estimates and. assumptlons that could differ from the actual results
reflected in our income tax returns filed durmg the subsequent year. We record adjustments based on filed returns when we have
identified the adjustments and finalized the returns, which is generally in the th1rd and fourth quarters of the subsequent year.
These estimates and judgments are apphed in the calculation of cértain tax libilities and in the determination of the recoverability
of deferred tax assets, which arise from temporary differences between the {"elzclogmtron of assets and liabilities for tax and financial
statement reporting purposes. We regularly review our deferred tax assets for reallzablllty, taking mto consideration all available
evidence, both positive and negative, including historical pre-tax and taxable income (losses), prOJected future pre-tax and
taxable income {losses) and the expected timing of the reversals of existing temporary differences. In arriving at these ]udgments,
the weight given to the potential effect of all positive and negatlveI evidence is icommensurate with the extent to which it ca be

objectively verified. ‘ | |

We repatriate all or substantially all of our portion of the current year earnlngs of certain of our subsidiaries to the United States.
We do not provide for U.S. income taxes on the remaining undlstrlbuted earlnmgs of our foreign sub51d1ar1es which would!be
payable if the undistributed earnings were distributed to the U.S., as we consider those foreign earmngs to be permanently
reinvested outside the U.S. We plan forelgn remittance amounts based on pm]ected cash flow needs as well as the working|capital
and long-term investment requlrements of our foreign subSIdlarlfs and olur domestic operations.

We are subject to income taxes in both the U.S. and numerous foergn ]UI’!SdlCthHS From time to tlme, we are subject to income tax
audits in these jurisdictions. We believe that our tax return positions are fully supported, but tax au‘thorltles are likely to challenge
certain positions, which may not be fulty 'sustained. However, our income tax'expense includes amounts intended to satlsfy income
tax assessments that may result from these challenges. Determining the 1nco|me tax expense for these potential assessments and
recording the related assets and liabilities requires significant management Judgments and estimates. We evaluate our income tax

a“" I
contingencies in accordance with SFAS 5' ‘Accounting for Contingencies.” We believe that our income tax liabilities, mcludmg
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relaled interest, is adequate in relation to the potential for additional tax assessments. The amounts ultimately paid upon resolution
of audits could be materlally ditferent from the amounts previously included in our lncome tax expense and, therefore, could have
a materlal impact on our tax provnsmn net income and cash flows. We review our ltab11mes quarterly, and we may adjust such.
liabilities because ofproposed assessments by tax authorities, changes in facts and c1reumstances, issuance of new regulations or
new case law, negotlatlons between tax authorities of different countries concerning our transfer prices, the resolution of entire
audits, or the exptratﬁton of statutes of limitations. Material adjustments are most likely to occur in the year during which major

|
audits are closed,

Employee-Related Liabilities.

We have a long-term liability for our defined benefit pension and other post-employment benefit plans. Detailed information
relateld to this liability is included in Note 15 of Notes to Consolidated Financial Statements herein. Qur obligations are funded in
accordance with provisions of federal law.

c Our pensmn and other post- employment liabilities are actuarially determined, and we use various actuarial assumptions, including
the discount rate, rate of salary increase, and expected return on assets, to estimate our costs and obligations. If our assumptions do
not materialize as expected expenditures and costs that we incur could differ from our current estimates.

Stock-Based Compensation

Effective January 1, 2006, we adopted the fair value recognition provisions of Statement of Financial Accounting Standards No. 123
(revised 2004), “Share- Based Payment” (“SFAS 123R™), using the modified prospective transition method and therefore have not

: restated prior penods results. Under this transition method, stock-based compensation expense for the year ended December 31;

' 2006 included compenswt:(lm expense for all stock-based compensation awards granted prior to, but not yet vested as of, January 1,
2006,based on the grant-date fair value estimated in accordance with the original provisions of SFAS No. 123, “Accounting for

! Stock-Based Compensation”, Stock-based compensation expense for all share-based payment awards granted after December 31,
2005 is based on the érant ‘date fair value estimated in accordance with the provisions of SFAS 123R. We recognize these

compensation costs net of an estimated forfeiture rate and recognize the compensation costs for only those shares expected to vest

-ona ‘;tratght line basis over thé requisite service period of the award, which is generally the option vesting term. With the adoption
L of SFAS 123R, we elected to recognize stock-based compensation expense for all grants.on or after January 1, 2006 on a straight-line
| basis over the requtslte service penod of the entire award for ratable awards. For awards granted prior to January 1, 2006, we will
c continue to calculate compensation expense by treating each vesting tranche as a separate award. We estimated the forfeiture rate
for 2006 based on ourl histo‘rica! experience during the preceding four fiscal years.

I, Prior to January 1, 2006, we acelo'unted for our stock-based compensation plans under the recognition and measurement

provisions of Accountmg P{'mcrples Board Opinion No. 25 (“Opinion 257), Accountmg for Stock Issued to Employees”, and related
mterpretanons Accordnnglv, we generally recognized expense only when we granted optlons with a discounted exercise price. Anv

! resultmg compensation expense was recognized over the associated service period, which was generally the option vesting term.

_Determining the appropriate fair value model and calculating the fair value of share-based payment awards require the input of

o subjective assumptions, mr:ludm;3 s the expected life of the share-based payment awards and stock price volatility, The assumptions

. used in calculating the fair \lralue of share-based payment awards represent managements best estimates, but these estimates involve
inherént uncertainties and the appl:catron of management judgment. As a result, if factors change and we use different assumptions,

our sttl)ck based compensatlon expense could be materially different in the future. In addmon we are required to estimate the

expected forfeiture rate and'recognize expense only for those shares expected to vest. If our actual forfeiture rate is materially

different from our estlmate, the stock-based compensation expense could be 31gn1ﬁcantly different from what we have recorded in,

the cui'rent period. Asof December 31, 2006, approximately $65 million of total estlmated unrecognized compensation cost related

t0 stock options is expectedlto be. recognized over a weighted-average period of 2.4 years. See Note 12 to the Consolidated Financial

Statements for a further discussion on stock-based compensation.

i
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Warrant Valuation ‘

On July 25, 2006, MEMC received a fully vested non-forfeitable »Yarrant to purchase common shares of a customer. The warrant

becomes exercisable over a five year perlod (20% annually) and has a five year lexercise period from the date each tranche becomes
a

exercisable. The warrant is considered a derivative and is therefore marked io market each reportmg period. Determining the

| !
appropriate fair value model and:calculating the fair value of the warrant rcqul‘re the input of subjective assumptions, 1ncluh1ng the

stock price volatility of the customer. ' | i
! Hiy

We used a lattice model to determine the warrant’s fair value. A combination of the customer’s historical and implied stock price
volatility was used as an indicator of expected volatility. The assur%ptions uSecf in calculating the fair value of the warrant represent
our best estimates, but these estimates involve inherent uncertamtles and,the apphcatlon of our judgment. As a result, if factors
change and we use different as:.umptmns,!the valuation of our warrant could be materially different|in the future.

RECENTLY ISSUED ACCOUNTING PRONOUNCEMENTS . | i

In June 2006, the Financial Accounting StJandards Board (“FASB”) 1ssued|FAS{3 Interpretation No. 48, “Accounting for Uncertainty
in Income Taxes” (“FIN 48”). FIN 48 clarifies the accounting for ﬁncertamty!m income taxes recognized in an enterprise’s |ﬁnamc:al
statements in accordance with Statement of Financial Accountmg Standards No. 109, “Accounting for Income Taxes™. FIN 48
prescribes a recognition threshold and measurement attribute for the ﬁnanaal statement recognition and measurement of atax
position taken or expected to beitaken in a tax return. FIN 48 also provides gu1dance on derecognlt‘lon classification, interest and
penalties, accounting in interim periods, Fdmclosure, and tran51t10n FIN 48'i is effective in fiscal year‘s beginning after December 15,
2006. We are currently evaluating the effect that the adoption of FIN 48 wnl_l hlave on our consolidated results of operations and

financial condition and have not yet reached final conclusions. ol

In September 2006, the FASB issued Statement of Financial Accounting S'tahdélrds No. 157, “Fair Value Measurements” (“ SFAS 157™},
which establishes a framework for measuring , fair value and expands dlsclosures about fair value measurements. SFAS 157

is effective for fiscal years beginning after November 15, 2007 and interim penods within those fiscal years. We have not yet
determined the impact SFAS 157 will have on our consolidated results of operations and financial condition.

In September 2006, the FASB issued Stattlzment of Financial Accountmg Stanc}ards No. 158, Emplo‘yers Accounting for Defined
Benefit Pension and Other Postretirement Plans” (SFAS 1587). SEAS 158 requires an employer to recognize the overfunded or
underfunded status of a defined benefit postretirement plan as an asset or llablhty in its statement of financial position and to
recognize changes in that funded status in the year in which the changes occur through comprehensive income of a business

entity. This requirement is effective for our fiscal year ended Dec.lember 31, |2606. SFAS 158 also requ1res an employer to measure
the funded status of a plan as of. the date of its year-end statement of ﬁnancml position. This requlrement becomes effective for
fiscal years ending after December 15, 2008. As a result of the adoption of the,recogmuon provisions of SFAS 158 as of Dec]:ember 31,
2006, we reclassified approximately $10 million from accrued hajbxlmes to pex{mon and post- employmem liabilities as we have
pension assets exceeding the expected beneficiary payments in 2007 In addition, we reclassified approx1mately $11 million of
unrecognized prior service credit and net unrealized gains from the pensmn j:md post- employment liabilities to accumulated other

comprehensive income, which reduced our recorded liabilities.

| !
|
H
’
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M‘iANAGEMEIﬂT S DIISCILIISISION AND ANAILYSIS
f

In Sleptember 2006;' the SLecurities and Exchange Commission (“SEC”) issued Staff Accounting Bulletin No. 108 (“SAB 108™).
SAB 108 expresses the SE|C staff views regarding the process by which misstatements in financial statements should be evaluated
for purposes of determmmg whether financial statement restatement is necessary. SAB 108 is effective for fiscal years ending after
November 15, 2006 Durmg 2006, MEMC adopted the provisions of SAB 108 and recorded a cumulative credit adjustment of

$7 rlmlllon to beglmlnng retained earnings related to minority interest that was overstated as of December 31, 2005.

See |Note 2 of the ansollolslated Financial Statements for a description of other recent accounting pronouncements, including the
expected dates of adoption and estimated effects on results of operations and financial condition.

MARKET RISK |

co ) | L . . . .
The overall objective of oulr financial risk management program is to reduce the potential negative earnings effects from changes
in foreign exchange ?nd interest rates arising in our business activities. We manage these financial exposures through operational

means and by using }mrious financial instruments. These practices may change as economic conditions change.

To m}itigate ﬁnancialinaarkFt risks of foreign currency exchange rates, we utilize currency forward contracts. We do not use

derivlative financial ibstruments for speculative or trading purposes. All of the potential changes noted below are based on

sensitivity analyses performed on our financial positions at December 31, 2006 and 2005, Actual results may differ materially.
}

We gtl?nera]ly hedge transa(_tlonal currency risks with currency forward contracts. Gains and losses on these foreign currency
exposures are generally off: set by corresponding losses and gains on the related hedging instruments, resulting in negligible net

exposure to MEMC. ‘I ‘|

With the receipt of the customer warrant, we are now exposed to equity price risk. A hypothetical 10% decrease in the stock price
of our customer would result in a loss on the fair value of the warrant of $13 million at December 31, 2006. A hypothetical 10%
increase in the stock prlce ofour customer’s stock would result in a gain on the fair value of the warrant of $14 million at
Decenllber 31, 2006.

4
A substantial majorit)} of our revenue and capital spending is transacted in U.S. Dollars. However, we do enter into these
transa(l:tions in other currencies, primarily, the Euro, the Japanese Yen, and certain other Asian currencies. To protect against
reductéons in value and volatility of future cash flows caused by changes in foreign exchange rates, we have established transaction-
based hedging programs. Our hedging programs reduce, but do not always eliminate, the impact of foreign currency exchange rate
movements. In addmoin to the direct effects of changes in exchange rates, such changes typically affect the volume of sales or the
foreign currency sales price 2 as competitors’ products become more or less attractive.

Our Talwan and Malaysian based subsidiaries use the U.S. Dollar as their functional currencies for US GAAP purposes and do not
hedge New Taiwanese DollanI or Malaysian Ringgit exposures.
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CONSOLIDAT;ED S,TA'I?IEIM_ENTS OF OPERATIHONS

For the year ended December 31,

f l [ 2006 2005 | 2004
Lollars in thousands, except share data ' ' [ .l
Net sales . ' $1,540,584 | $1,107,379  $1.027,958
Cost of goods sold- ) 851,637 740,861 |658,543
Gross margin [ 688,947 366,518 369,415
Operating expenses:
Marketing and administration’ 7 { 94,852 76,316 } 71,948
Research and development 35,819 33,209 - 37,975
Restructuring costs ‘ : — — " {996)
Operating income : ] | {]1 558,276 || 256,993 260,488
Nonoperating (income) expense: - ' i
Interest expense ' 2,428 7,256 | 13,512
Interest income (14,672) (4,156) (5,003}
Loss on the extinguishment of debt — - " 61,403
Other, net | - (19.966) 1,518 , (7,955)
Total nonoperating (incon:]e) expérlllse l ] ' l (32,210j | 4,618 (' 61,957
Income before income tax exb?nse (be;:neﬁt), equity | ‘ ' :
in loss of joint venture and minority interests | 590,486 252,375 ' 198,531
Income tax expense (benefit) I ‘ 214, 833l (2,808) i (40,119)
“Income before equity in loss of joint ‘'Venture and minority interests i 375,653 255,183 . 238,650
Equlty in loss of joint venture | ’ — — (1,717)
Minority interests - (6,365) (5.830) (10,732}
Net income ] : f (1 | $ 369288 | 5 249353  § 226201
Basic income per share , ‘ ’ . I j , " ! $ 1.6{; I 1.17 :$ 1.09
Diluted income per sharé j - l ' , l I l| 1 $ l.6i I $ 1.10 :$ 1.02
Welghted average shares used i 1n computmg basic income per share ’ : 222,128,72%2 213,513,110 2:()7,713,837
Weighted-average shares used i 1n computing diluted i mcome per share 229,743,349 | 226,449,944 221,047,946

See accompanying notes to consolidated ﬁnancml stalements
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cidlxlrsoumﬂ%o: BA!LANCF SHEETS
| | | ]

As of December 31,
2006 2005
Doliars'in thousands, except share data
Assets
Currl'ent assets: |
Cash and cash equwalants § 527,520 $ 126,494
Short term mvestmentq 57,971 27,117
Alccounts recelvable, le!ss allowance for doubtful accounts
of $1,426 and $1,411 in 2006 and 2005, respectively 199,071 125,183
Inventories | 80,179 119,956
Plrepaid and othe‘r currignt assets 34,773 37,528
Total current z:tssets 899,514 436,278
Property, plant and équipment, net 603,509 494,927
Deferred tax assets, net 119,457 165,570
Othelr assets i 143,044 51,328
| Total assets | | $1,765,524 |  $1,148,103
]
Liabilities and Stockholders’ Equity
Curriant liabilities: '
Short term borrowmgs*and current portion of long-term debt $ 5035 $ 18,305
Accounts payable 125,358 105,500
Accrued laabllmes 35,081 48,938
Arl,crued wages and salaries 32,781 25,987
Deferred revenue! . 5,221 14,558
Inllcome taxes payfglble | 54,342 11,621
Total current liabilities 257,818 224,909
Long:term debt, less current portion 29,373 34,821
Pension and post- employment liabilities 85,245 91,028
Deferred revenue ‘ | 68,105 —
Other_ liabilities l 119,528 41,362
| Total liabilities! 560,069 392,120
Mino'rity interests | | 38,562 44,646
Commttmems and contmgencres
Stocklholderq equity: |
Preferred stock, $.Pl par value, 50,000,000 shares authorized,
none issued or outstanding at December 31, 2006 or 2005 —_ —
Colmmon stock, $ 01 pa:'r value, 300,000,000 shares authorized, 223,999,414 and
222,258,808 issued at December 31, 2006 and December 31, 2005, respectively 2,240 2,223
Adldrtlonal paid- mI capltal 242,538 191,663
Retained earnings! 933,805 557,704
Accumulated other comprehensive loss (7.419) (35,854)
Deferred compensation — (128)
TreTasury stock: 741,580 shares at 2006 and 2005 (4,271) (4,271)
iTota] stockhold:ers‘ equity 1,166,893 I 711,337
iTota] liabilities z:md st:ockholders’ equity $1,765,524 l $1,148,103

| . ! )
See accompanying nates to clonsohdatcd financial staternents.
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: E For the year ended December 31,
f | 2006 | 2005 | 2004
Dollars in thousands ' |
Cash flows from operating activities: ! !
Net income s : $ 369,288 $ 249,353 $ 226,201
Adjustments to reconcile net income to net cash provided by operatmg actwmes
Depreciation and amortization | & | 70,256 57,182 44,135
Minority interests ' R 6,365 5,830 10,732
Stock compensation ! I 19,026 2,156 2,310
Loss on the extinguishment of debt i . — 1,929 " 61,403
(Benefit from) provision for deferred taxes ‘ i 47,134 (44,114) {105,306)
Gain on fair value of warrant ' | (18,913) — | —
Other s (3,563) 13,735 3,409
Changes in assets and liabilities: i E
Short-term investments — trading securities | - (768) 8,396 i 31,965
Accounts receivable ! ' | {69,775) 27,831 . (45,283)
Inventories . 42,563 1,258 - {14,035)
Prepaid and other current assets | ! 3,734 (7,018) 2,877
Accounts payable ‘ _ (8,502)I T 6,451 23,455
Accrued liabilities % { (18,664) (4,331) o (1,023)
Accrued wages and salaries ! N | 5,180 8,562 (4,710}
Deferred revenue and customer deposits ‘ [ {9,336) 12,793 ' (14,310)
Income taxes payable ; : 45,594 23,766 . 6,355
Pension and related liabilities ' 10,108 (11,403) (18,423)
Other noncurrent assets and liabilities ' ! 38,116 (31,380) t 48,275
Net cash provided by operating activities | iR 527,843 320,996 258,027
Cash flows from investing activities: | | L !
Proceeds from sale and maturities of investments ' . 32,213 46,254 34,323
Purchases of investments i ' ! (61,970) (37.885) ' (26,032)
Capital expenditures | Pl (148,370} (162,738) (145,840)
Purchase of Taisil, net of cash acqunred ! E i — — ' {57,226)
Other ; ; ; 3,895 1,757 91
Net cash used in investing activities ' | (174,232) | (152,612) | (194,684)
Cash flows from financing activities: : o
Net repayments on short-term borrowings : ' {13,209) {9,054) (11,564)
Proceeds from customer deposits ‘ j 37,250 - e
Proceeds from issuance of long-term debt ' | — 60,000 60,014
Principal payments on long-term debt : (5,250} {149,476) '{113,407)
Debt financing fees ; ,‘ — (1,184) —
Excess tax benefits from share-based payment arrangements t | 10,501 — —
Dividend to minority interest : (5,636) (9,546) (4,765)
Proceeds from issuance of common stock | 17,148 14,817 4,826
Net cash provided by (used in) financing activities Y 40,804' (94,443) (64,896)
Effect of exchange rate changes on cash and cash equivalents | N 6,611 | 3,034 {3,822)
Net increase (decrease) in cash and cash equivalents ' F 401, 026 76,975 (5.375)
Cash and cash equivalents at beginning of period | 126, 494 49,519 54,894
Cash and cash equivalents at end of period ‘ C1H " $ 527,520 $ 126,494 [$ 49,519
Supplemental disclosures of cash flow information: \ 1)
Interest payments, net of amount capltallzed ' o $ 1420 $ 6,407 $ 13,098
Income taxes paid . ' 1! $ 77,035 $ 27,906 $ 14,567
Supplemental schedule of non-cash 1nvestmg and financing achvntles: ! ‘
Accounts payable incurred (relieved): 'for acquisition of fixed aqqets | $ 24861 $ (16,133) $ 3,971
See accompanying notes to consolidated financial stq:ements. I ‘
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| S | | N e
Accumulated Total
Qther Compre-
Additional Compre-  Deferred Commeon Stock Total hensive
Commen Stock [ssued Paid-in  Retained hensive  Compen- Held in Treasury  Stockholders' Income
Shares Amount Capital  Earnings Loss sation Shares  Amount Equity (Loss)
Dollars in thousands, except ;har;v data |
Balance at December 31, 2003 ‘ 207,878,032 £2079  $150,095 S 82,150  $(33.338) 8(2,916) (875,455) $(4.447) § 193,623
Comprehensv.e income:
Nel income - — — 226,201 — — — — 226,201 $226,201
Net translation adjustmem 1 — — — — 22,308 — — — 22,308 22,308
Mlmmum pension llablllty
(net of $0 tax) — - — - (6,359) — — — (6,359) (6,339)
Stock plans, net A 1 1,230,073 12 4,64} - - 1,653 161,250 819 7,125
Total comprehensive income | $242,150
Balance at December 31, bOM 209,108,105 $2,091 $154,736  $308,351  $(17,389)  §(1,263) (714,205) $(3,628) § 442,898
Complrehensive income:
Netincome , _ — — 249353 - - 249353 24935
Ne:t translation adjustfnent — — —_ —  {22,033) — — — (22,035)  (22,035)
Minimum pension liability
(net of $12,135 tax} — - — — 3,570 - — — 3,570 3,570
Stock plans, net ‘ 3,150,703 2 3027 — - 1,135 {27,375) (643) 37,951
Net exiercise of warrants - 10,000,000 100 (100} — — — — — -
Total comprehensive incor'ne $230,888
Balance at December 31, 2005 | '+ 222,258,808 £2.223  S191,663  $357,704  $(35.854) § (128) (741,580) $(4,271) $§ 711,337
SAB 108 cumulative effect adjustment — — — 6,813 - = — - 6,813
SFAS 1158 adjustment f |
(net of $4,373 tax) | [ — — - - 7,093 L= - — 7,093
Comprehensive income; ' "
Net income - — — 369,288 - .- - - 369,288 369,28%
Net translation adjustment - — — - 18604 = — - — 18604 18,604
Minimum pension liability ;
1(net of $1,607 tax) o - - — — 2,738 - - — 2,738 2,738
Stock plans, net . 1,740,606 17 50875 - N - - 5020
Total comprehensive incon;le 5390,630:
Balancq at December 31, 2006 223,999,414 $2,240 $242,538  $933.805 $ (7,419) § — {741,580) ${4.271) $1,166,893 J
See accompanying notes to Eonsolid;tiled financial statements.
)
|
I
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NOTES TO CIONSOLID%ATED FINANCIAL STATEMENTS Dol s, et e s

”i | 1

1. NATURE OF OPERATIONS i

We are a leading worldwide producer of wafers for the semlconductor mdFuSItry We operate manufacturing facilities in every major
semiconductor manufacturing reglon throughout the world, 1nclud1ng Europe, Japan, Malaysia, South Korea, Taiwan and the
United States. Our customers include vnrtt‘lally all of the major semlconductor device manufacturers|in the world, including the
mMajor memory, microprocessor and apphcanons specific mtegrated circuit, or ASIC, manufacturers, as well as the world’s la'.rgest
foundries. We provide wafers in sizes ranging from 100 millimeters (4 tnch) to 1300 millimeters (12 mch) and in three general
categories: prime polished, epitaxial and tést/monitor. Depending on market conditions, we also sell intermediate products'such as

polysilicon, silane gas, partial ingots and scrap wafers to semlconductor de\?ce and equipment makers, solar customers, flat panel

and other industries. P

(a) Use of Estlmates ! | i |

' |
In preparing our financial statements, we use estimates and assumptions that may affect reported amounts and dlsclosures
Estimates are used when accouriting for deprec1at10n amortization, accrued habllmes, emplovee benefits, derivatives, stock based

| | ]
2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES ' '

compensation and asset valuation allowances. Qur actual results c0u1d dtffer from those estimates.

(b} Reclassifications . P

1
i

Certain prior year amounts have been redlassiﬁed to conform wit:h the cu'rr?ent year presentation,
! H ~
) N
Our consolidated financial statements mclude the accounts of MEMC Electronlc Materials, Inc. and our wholly and majority-
owned subsidiaries. We account for investments of less than 50%jbut greater than 20% in joint venture companies using the equity
method. We record minority interest for non-wholly owned consolidated subsxdlanes All mgmﬁcall‘tt intercompany balances and

transactions among our subsidiaries have been eliminated. Following the a 1|ciqu151t|0n of Taisil effective February 1, 2004, we no
|

{c) Principles of Consolidation

longer have any significant investments in less than 50% joint venture companies.

In November 2001, Texas Pacific Group ( “TPG”) acquired a beneficial ownership of approximately| 729 of the outstandmg stock
of MEMC. In connection with that transs’actlon, the assets of a majority-owned subsidiary were understated and a portion of the
subsequent depreciation of those assets should have been charged to mmorllty interests. The effect in any individual prior year was
not material to our results of operations, | financial position or cash flows. Durmg 2006, MEMC adopted the provisions of Staﬂ
Accounting Bulletin No. 108 and recorded a cumulative credit ad]ustment of $6,813 to beginning retained earnings related to the

i |
|

minority interest that was overstated as of December 31, 2005. |

Cash equivalents include items such as overnight investments and short- ternit time deposits with original maturity periods of three
!

(d) Cash Equivalents

months or less when purchased. ! : ; i

(e) Investments ! I , .

Short-term investments consist of the following:

o As of December 31,

i : i | ] 2006 | | 2005
Doltars in thousands ’ o |
Time Deposits ! ! : | $38,511 $19,151
Trading Investments ! 9,460 7,966
Available for Sale Investments | . : | I 10,000 —
| | ;! | | ss7em | | sz

| |
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Dollars in thousands, except share data

0L NN

Time Deposits. TimfI: deposits are comprised mainly of demand deposits with commercial banks or investment companies haéin'g
fixed original maturmes exceedmg three months but less than or equal to one year w1th fixed interest rates including pre-payment
penalties for early wilthdrawa] Purchases and sales of time deposits are included in mvestmg activities in the Consolidated
Statements of Cash Flows,

Trading Investments. Tradmg investments are stated at fair value, with realized and unrealized gains or losses resulting from
chan‘ges in fair value recogmzed currently in non-operating income and expense. Included in trading investments are beneficiary
certlﬁcates and marketable securities. Unrealized gains included in short-term investments at December 31, 2006 and 2005 were
$509 and $394, respectlvely Total net unrealized gains of $495, $389 and $829 have been included in earnings for the years ended
December 31, 2006, E2005 f.nd 2004 respectively. Purchases and sales of trading investments are included in operating activities in
the Consolidated Statements of Cash Flows.

Available-for-Sale Investments Investments designated as available-for-sale include marketable debt securities. Investments .
desngnated as available- for sale are reported at fair value, with unrealized gains and losses net of tax, recorded in accumulated other
comprehenswe income. 'Ihere were no unrealized or realized gains or losses in 2006 or 2005, Purchases and sales of available-for-
sale investments are jncluded | m investing activities in the Consolidated Statements of Cash Flows.

Long term investments of $2, 2179 consist of less than 10% of the common stock of a customer, which was acquired at the same time
as the execution of a'long-term supply agreement with that customer. This investment was recorded on the date of acquisition in
2006-and { is accounted for under the cost method of accounting. As of December 31, 2006, it was not practicable to estimate the fair
value of this investment asl it is a privately-held entity and shares similar to our investment are not traded on a publicly available
market. This investment is carr1ed at cost, which is preliminary, as we pursue obtaining a fair value of the investment.

(f) Allowance for Doubtful Accounts

We establish an alloulrance ‘for doubtful accounts to adjust our net receivables to amounts considered to be ultimately collectible. -
Our allowance is based on a variety of factors, including the length of time receivables are past due, significant one-time events, the
finantial health of our customers and historical experience. The changes in the allowance for doubtful accounts were as follows:

’ Balance at Charged to ‘ Write-off of Balance at

!

: i Beginning Costsand | Currency  Uncollectible End of

. | of Period Expenses  Fluctuations Accounts Period
Dollars T thousands ' l | . ‘
Year ended December 31, 2004 $2,408 — 131 (906} $1,633
Year ended December 31, .2005 $1,633 32 (207) (47} $1,411
Year ended Decembe'r 31, 2.006 $1,411 20 — (5) 5:1,426

(g) Inventories ! ‘

lnvenltories, which consist ?f materials, labor and manufacturing overhead, are valued zit the lower of cost or market. Raw materials
are stated at weighted-average cost. Goods in process and finished goods inventories ate stated at standard cost as adjusted for
variances, which approximates weighted-average actual cost. The valuation of inventory requires us to estimate excess and slow,
moving inventory. The determination of the value of excess and slow moving inventory; is based upon assumptions of future
demapd and market condmons If actual market conditions are less favorable than those projected by management, additional
inventory write-downs mav be required.

MEMCII 2006 ANNUAL REPORT | TECHNOLOGY 15 BUILT ON US| 29
. ” K ' | i ‘ f




TN

NOTES TO CloNSOLIPIATED PINANCIAL SFII‘ATE Dollars in thousands, except share data

(h) Property, Plant and Equipment ' ‘,

}

|
We record property, plant and equipment at cost and depreciate it evenly over the assets’ estimated useful lives as follows:
!
i
|

| l
_ | O Years
Buildings and improvements ’ j f ’ 4-60
Machinery and equipment . | ' 1-15

! L |
Depreciation expense for the years ended December 31, 2006, 2005 and 2004 was $68,224, $55,305 zlmd $42,042, respectively.

The cost of constructing facilities and equ1pment includes interest costs. Capltalrzed interest totaled $724, $577 and $240 in 2006,
2005 and 2004, respectively. t

In accordance with Statement of Fmancral Accounting Standards No 144, Accountmg for the Impairment or Disposal of Long-
Lived Assets,” we periodically assess the lmparrment of long-lived assets when:condmons indicate ajpossible loss. When necessary,

l
|
(i) Impairment of Long-Lived Assets |

we record charges for impairmerits of long -lived assets for the amount by ‘which the present value of future cash flows, or sclJme
other fair value measure, is less than the carrying value of these assets. We have recorded no significant impairment charges in 2006,

2005 or 2004. ) i l

| .
(j) Operating Leases l : ! l

The Company enters into lease agreements for a variety of business purposes, including office and manufacturing space, office and
manufacturing equipment and computer equipment. A portion of these are noncancellable operating leases.

1
(k) Customer Deposits i l

During 2006, MEMC executed supply agreements with multiple customersl which agreements requ!n'ed the customers to provide
security deposits. As of December 31, 2006 the balance of these deposrts totaled $37,250 and was recorded as a long-term
liability. These deposits are required to be‘ refunded to the customers over the next two years, as set forth in the agreements, unless

minimum purchase quantities are not met. o l
(1) Revenue Recognition | j
| .

We record revenue for product sales when title transfers, the rrsks and rewards of ownership have been transferred to the customer,
the fee is fixed and determinable and collectlon of the related recelvable is reasonably assured, which is generally at the time of
shipment for non-consignment orders. In the case of consignment orders, trtle passes when the customer pulls the product from
the assigned MEMC storage facility or storage area or, if the customer does not pull the product within a contractually stated period
of time (generally 60-90 days), at the end of that period, or when'the customer otherwise agrees to take title to the product. Our

I
wafers are generally made to customer specifications and we conduct rrgo:ousI "quality control and testing procedures to ensure
that the finished wafers meet the customer’s specifications before the prodL}ct s shipped. We consider international shipping term
definitions in our determination of when'title passes. We defer revenue for multlple element arrangements based on a fair value

'
per unit for the total arrangement when we receive cash in excess of fair value, We also defer revenue when pricing is not ﬁxed and
|

; I
As of December 31, 2006, MEMC had $1,500 of long-term deferred revemle related to the non-refundable portion of cash received
in connection with the new supply agreell"nents executed during 2006. MEMC also had $66,605 of ll)ng term deferred revenue
related to the original fair value of the warrant received from a customer as drscussed in (m) below/as of December 31, 2006 We
will recognize the deferred revenue on a pro -rata basis as product is shrpped over the life of the contracts. ‘
| !

determinable or other revenue recognition criteria is not met.
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(m) Derivative Financial Instruments

We generally use currency forward contracts to manage foreign currency exchange risk relating to current trade receivables with
our foreign subsidiaries and clirrent trade receivables and payables with our customels and vendors denominated in foreign
currencies (pnmarlly ]apalnese Yen and Euro). The purpose of our foreign currency derivative activities is to protect us from the risk
that the dollar net cash flows resultmg from foreign currency transactions will be negatively affected by changes in exchange rates.

3
We do not hold or tslsue financial instruments for speculative or trading purposes.

il

Gains or losses on Ol!ll' forward exchange contracts, as well as the offsetting losses or gams on the related hedged receivables, are
included in nonoper'atmg (mcome) expense in the Consolidated Statements of Operatlons Net currency losses on unhedged
foreign currency posmons totaled $1,061, $441 and $1,907 in 2006, 2005 and 2004, respectively.

The currency losses 1 in 2004 were primarily associated with the revaluation of a Yen-based intercompany loan. On July 1, 2004,

we designated this Yen bas‘ed mtercompany loan as a long-term investment with settlement not planned or anticipated in the
foreseeable future. Since wle no longer expect settlement of the intercompany loan, foreign currency gains and losses from this loan

are 0o longer being recorded in the Consolidated Statements of Operations.

' During 2006, MEMC signed a long term supply agreement with a customer. At the same time, MEMC received a fully vested,

non- forfeltable warrant to purchdse common shares of that customer. The warrant bec omes exercisable over a five year period (2()%
annulally) and hasa ﬁve year exerc:se period from the date each tranche becomes exerusable We recorded $66,605 for the estimated
grant date fair value of the warrant as other assets — long-term with the offset to deferred revenue - long-term in accordance with
EITF,00-8 “Accountu|1g by a Grantee for an Equity Instrument to be received in conjunction with Providing Goods or Services”

This non-cash transaction has been excluded from the Consolidated Statements of Cash Flows. Determining the appropriate fair
value model and calc!ulalmg the fair value of the warrant require the input of estimates and assumptions, including the customer’s
stock!price volatility, mteresl rate, dividends, marketability and expected return requirements. We used a lattice model to determine
the warrant’s fair value l'he assumptlons used in calculating the fair value of the warrant represent our best estimates, but these
estlmlates involve 1nherent an‘ertalntles and the application of our judgment. The warrant is considered a derivative and is therefore
marked to market eath reportmg period. Accordingly, in 2006, $18,913 was recorded as an increase to other assets - long-term’ and

otherjincome.
}

(n) Translation of Foreign Currencies

We determmed the functional currency of each subsidiary based on a number of factors, including the predominant ¢urrency for
the subsxd!ary s expenditures and the subsidiary’s borrowings. When the subsidiary’s local currency is considered its functional
currency, we translate its ﬁl'lancra] statements to U.S. Dollars as follows: '

« Assets and liabilities using exchange rates in effect at the balance sheet date; and

« Statement of operations accounts at average exchange rates for the period.

Adjustments from the translation process are presented in accumulated other comprehensive loss in stockholders’ equity.

Eﬁectwe October 1, 2004, we changed the functional currency of our South Korean sulwsldlar) from U.S. Dollar to Korean Won,
The change was determmed baged on the significant changes in economic facts and cm.umstances of the subsidiary in accordance
with Statement of FlnanC|al|Account|ng Standards No. 52, “Foreign Currency Translation.” The change was made prospectively with
the adjustment for thé currclnt rate translation of nonmonetary assets on QOctober 1, 2004 being recorded to other comprehensive
income in the amount of$2 328.

(0) Income Taxes

We apply Statement of Financial Accounting Standards No. 109, "Accounting for Income Taxes” Deferred taxes arise because of|
drfferent treatment between‘ ﬁndnc:al statement accounting and tax accounting, known as temporary differences. We record the tax
effect of these temporary dlﬂ'erences as deferred tax assets (generally items that can be used as a tax deduction or credit in future
penods) and deferred tax liabilities (generally items that we received a tax deduction for, but have not yet been recorded in the _
Consolidated Statements of Opéjrations). We regularly review our deferred tax assets for realizability, taking into consideration all
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: 1 ;
available evidence, both positive and negative, including historical pre-tax and taxable income {losses), projected future pre-tax and
taxable income (losses) and the expected timing of the reversals of existing temporary differences. In arriving at these judgments,
the weight given to the potential effect of all positive and negative evidence is commensurate with the extent to which it can e

I | |

We repatriate all or substantially all of our .portion of the current year earnmgs of certain of our sub51d1ar1es to the United States.

objectively verified. f

We do not provide for U.S. income taxes on the remaining undistributed earnmgs of our foreign sublsidiaries which would be
payable if the undistributed earnings were distributed to the US., ]as we consider those foreign earnings to be permanently
reinvested outside the U.S. We plan foreign remittance amounts based on 'ptl'ojected cash flow needs as well as the working capital
and long-term investment requirements of our foreign subsidiaries and our domestic operations. |
‘ b

1

(p} Stock-Based Compensation : i | i
r I

Prior to January 1, 2006, we accounted for our stock-based compensanon p|a|ns under the recogmtulm and measurement '
provisions of Accounting Principles Board Opinion No. 25 (“Opinion 257), “Accounting for Stock Issued to Employees’, and related

f
interpretations. Accordingly, we generally recognized expense only when we granted options with aldiscounted exercise prlce Any

resulting compensation expense was recognized over the assocrateled service, per1od which was generally the option vestingjterm.

Prior to January 1, 2006, we provided pro ‘forma disclosure amounts in accordance with Statement of Financial Accounting
Standards No. 148, “Accounting for Stock; tBased Compensatlon—‘Transmon and Disclosure” (“SFAS 148™), as if the fair vaiue
method defined by SFAS No. 123, “Accoullltmg for Stock-Based Compens?tlon” (“SFAS 123"} had béen applied to our stock-based

compensation. ! I I

Effective January 1, 2006, we adopted the fair value recognition provisions o{ Statement of Fmancral' Accounting Standardsl No. 123
(revised 2004), “Share-Based Payment” (“SFAS 123R”), using the modified prospectlve transition method and therefore have

not restated prior periods’ results. Under thns transition method, stock based compensatlon expense for the year ended December 31,
2006 included compensation expense for all stock-based compensatlon awards granted prior to, but not yet vested as of, ]ahuary 1,
2006, based on the grant-date fair value estimated in accordance with the ongmal provisions of SFAS 123, Stock-based
compensation expense for all share- based payment awards granted after December 31, 2005 is based on the grant-date fan' value
estimated in accordance with the provisions of SFAS 123R. We recognize thds'e compensation costs‘net of an estimated forfeiture
rate and recognize the compensation costs for only those shares elxpected to vest on a straight-line l:|1a51s over the requisite service
period of the award, which is generally the option vesting term. With the adoptlon of SFAS 123R, we elected to recognize stock~
based compensation expense for all grants on or after January 1, 2006 on‘a stralght line basis over the requisite service perllod of the
entire award for ratable awards. For awards granted prior to ]anuary 1, 2006; we will continue to calculate compensation expense

by treating each vesting tranche as a separate award. We estrmated the forfelture rate for 2006 based on our historical experience
]
(q) Contingencies ! ' |

[

We record contingent liabilities when the amount can be reasonably estimated and the loss is probable.
: I
(r) Shipping and Handling : ] !

during the preceding four fiscal years.

Costs to ship products to customers are included in marketing and admlmstratlon in the consolldalted statements of operzlttlons
Amounts billed to customers, if any, to cover shipping and handhng are m!clluded in net sales, Cost,to ship products to customers
were $9,622, $9,947 and $8,119 for the yTars ended December 314 2006, 20|05;and 2004, respectively.

1
(s) Recent Accounting Pmnouncements \

In May 2005, the Financial Accounting Standards Board (“FASB”) issued Statlement of Financial Accounting Standards No. 154,
“Accounting Changes and Error Correctlons” (“SFAS 1547) Whlch replaces Accountmg Principles Board Opinions No. 20
“Accounting Changes” and SFAS Nao. 3, “Reportmg Accounting Changes m Intenm Financial Statements—An Amendment of APB
Opinion No. 287 SFAS 154 provides guidance on the accounting for and repomng of accounting changes and error corrections.

1 \
It establishes retrospective application, olr the latest practicable cl1ate, as the required method for reporting a change in accounting

2l |
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principle and the reportmg of a correction of an error. SFAS 154 is effective for accounting changes and corrections of errors made
in ﬁscal years begmnmg (llﬂer December 15, 2005 and was required to be adopted berFMC in the first quarter of 2006. MEMC
has determined that the adoption of SFAS 154 did not have a material impact on its consolidated results of operations and
financial condition. .

In June 2006, the‘le\SB issuea FASB Interpretation No. 48, “Accounting for Uncertainty in Income Taxes” ("FIN 48”). FIN 48|
clanﬁes the accounting for uncertamty in income taxes recognized in an enterprise’s ﬁnanc1al statements in accordance with

SFAS No. 109, “Accounting for Income Taxes” FIN 48 prescribes a recognition threshold and measurement attribute for the
financial statement recognition and measurement of a tax position taken or expected to be taken in a tax return. FIN 48 also
prO\!'ldes guidance on der‘ecogmtlon classification, interest and penalties, accounting m interim periods, disclosure, and transition.
FIN|48 is effective i fiscal yezlirs beginning after December 15, 2006. We are currently| evaluating the effect that the adoption of
FIN|48 will have oniour consolidated results of operations and financial condition and have not yet reached final conclusions.

In September 2006, the FASB lssued Statement of Financial Accountmg Standards No. 157 “Fair Value Measurements” (“SFAS 1577),
which establishes a framelwork for measuring fair value and expands disclosures about fair value measurements. SFAS 157

is effective for fiscal| years begmnmg after November 15, 2007 and interim periods w1th1n those fiscal years. We have not yet
determined the impact SFAS 157 will have on our consolidated results of operations and financial condition.

In September 2006, lt'he F!l\SBiissued Statement of Financial Accounting Standards No! 158, “Employers’ Accounting for Defined;
Beneﬁt Pension and Other Postretirement Plans” (*SFAS 1587). SFAS 158 requires an employer to recognize the overfunded or
undérfunded status of a deﬁned benefit postretirement plan as an asset or liability in 1ts statement of financial position and to |
recogmze changes in that funcLied status in the year in which the changes occur throubh comprehensive income of a business

entlry This requirement is effecnve for our fiscal year ended December 31, 2006. SFAS 158 also requires an employer to measure
the funded status of a plan as of the date of its year-end statement of financial position. This requirement becomes effective for
ﬁsca} years ending after December 15,2008, As a result of the adoption of the recognition provisions of SFAS 158 as of December 31,
2006 we reclassified $10,300 from accrued liabilities to pension and post- employment liabilities as we have pension assets
exceedmg the expected belneﬁaary payments in 2007. In addition, we reclassified $11,466 of unrecognized prior service credit and
net unrealized gainsifrom the pension and post-employment liabilities to accumulated other comprehensive income, which reduced

our recorded liabilities.

In September 2006, the Seeurmes and Exchange Commission (“SEC”) issued Staff Accounting Bulletin No. 108 ("SAB 1087).
SAB108 expresses the SEC stff views regarding the process by which misstatements in financial statements should be evaluated
for purposes of determmuirg wlhether financial statement restatement is necessary. SAB 108 is effective for fiscal years ending after
November 15, 2006. ‘Duru{g 2006 MEMC adopted the provisions of SAB 108 and recorded a cumulative credit adjustment of

$6.8 13 to beginning retained ¢ earnings related to minority interest that was overstated as of December 31, 2005.

(t) 2005 Adjustments

Certain adjustments related to:accounting errors recorded in 2005 related to previous. periods The amount of such adjustments
was not material to our consolldated results of operations for 2004 and prior periods, nor is the inclusion of the net expense in the
results of operations for 2005 considered material. The effect of these adjustments on gross margin and net income was as follows:

} : Impact Impact
| on Gross on Net
2005 Prior Period Adjustments - increase (decrease) Margin Income
Dollars in thousands l
IncorPe Taxes, net : $ 2,358 $(3,251)
Other | (3,712) (2,321)
Total| oo $(1,354) $(5,572)
|
|
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Included in the Income Taxes, netare prior period adjustments, including a beﬁeﬁt of $6,478 related ‘to the portion of the interest

on senior subordinated notes deductible for tax purposes, additional expense bf $2,768 (tax expense of $7.418 offset by less |
depreciation expense and other ad}ustments) related to the U.S. Generally Accepted Accounting Prm‘aples (*US GAAP") treatment
of fixed asset basis under the Korea Asset Revaluation Law, additional expense of $6,024 associated with non-qualified stock option

deductions in prior periods (see Note 14), :!and additional expense gf $937 rellated to amended tax filings and reassessment of tax

basis limitations. . i o .
1 1

Included in Other are primarily adjustments to cost of goods sold and invenfor'y of approximately $2,400 for profit not previously
\ ' ! |

eliminated from inventory for praduct shipped between operations and other adjustments that are not individually significant.

3. FAIR VALUE OF FINANCIAL INSTRUMENTS o l

E
We used the following methods and assumptions to estimate the fair value of derivative and other financial instruments at the
!
t
« Short-term financial instruments (cash equivalents, short-term mvestments, accounts receivable and payable, income taxes
_pavable, short-term borrowings, and accrued habllltles)—cost approx1mates fair value because of the short maturity period,
except for short-term investments classified as trading and avallable fox sale investments which ire recorded at fair value, which

relevant balance sheet date: ‘ Vo l

is determined by available market leCIBS ; _ 1 '
| i l

» Long-term debt—fair value is based on the amount of future cash flows'associated with each debt instrument discounted at our

. - . [ ()
current borrowing rate for similar debt instruments of comparable terms.

. . i | . - ‘
« Currency forward contracts—fair value is measured by the amount that would have been paid to liquidate and repurchase all
open contracts. | |
» Customer warrant— Determining the appropriate fair value model and calculating the fair value of the warrant require the

input of estimates and assumptions, 1ncludmg the customer’s stock pnc.e, volatility, interest rate, dividends, marketablhty and
expected return requirements. We used a lattice model to determme the warrants fair value.

Information on the estimated fair values of financial instruments 1_s as follpws:
[
| ! = | Carrying | Face/Notional Estimated
, i . Amount Amount Fair Value
Dollars in thousands | ; f I
Long-term debt ! # an
2006 | R $34,408 $ 34,408 $35,183
2005 | ! I 39,917 39,917 40,422
Currency forward contracts ~ net sell positions .
2006 i [ 8§ 18 $ 53,930 S 185
2005 i | 1,952 70,079 1,952
Warrant to acquire stock ‘ : ;
2006 | | ! [ $85519] 5205849 $85.519
| 0
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S
4, ACCUMULATED OTHER COMPREHENSIVE LOSS

The components of accumulated other comprehensive loss, net of tax, were as follows:

As of December 31,

i { 2006 | 2005
Dollars in thousands i i
Accumulated net trainslati|on adjustment $ 3771 $(14,833)
Accdmulated minimum pension liability (net of tax of $12,135 in 2005) — (21,021)
Net actuarial loss, prior service credit, and transition obligation (net of $6,155 tax in 2006) (11,190) —
Tota] accumulated olther comprehensive loss l $ (7,419) ! $(35,854)

|
5. CREDIT CONéENTRATION

Our customers are m the ‘.emlconductor and solar industries and are located in various geographic regions including North

|
America, Eurape, ]apan ar‘ld the Asta Pacific area. Our customers are generally well capitalized, and the concentration of credit risk

is considered minimal. In 2006, there were no customers that comprised 10% or greater of our sales. In 2005 and 2004, we had only

one customer compr;ising ‘over 10% of our sales, specifically 13.7% and 13.3%, respectively.

|
6. INVENTORIES
Inventeries consist of the i‘ollowmg

1

| As of December 31,

v ] 2006 2005
Dallars in thousands ! )

}
Raw materlals and supplies $14,978 $ 13,169
Googs in process ! 28,232 50,012
Flnlshed goods ' . 36,969 56,775

| | | $80.179 | $119,956
| ] ~
At December 31, 2006, we had $6,043 of inventory held on consignment, compared to $17,933 at December 31, 2005.

7. PROPERTY, PLANT AND EQUIPMENT

Property, plant and c?quiprr‘lent consists of the following:

i

As of December 31,
| 2006 | 2005
Dollars in thousands .

Lancl| i ‘ $ 5461 5 5.:105
Buildlings and improlvemet‘us , 128,020 125,877
Machinery and equipment 639,316 527,513
772,797 658,495
Less accumulated depreciation (299,716) (236,866)
l 473,081 421,629

Construction in pro;lgress 130,428 73,298
| | $603.509 | §494927
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8. TEXAS PACIFIC GROUP TRANSACTIONS

In connection with the Restructuring Agreement with TPG dated as of Nov ember 13,2001, we entered into a management (advisory
agreement with TPG. Pursuant to the agreement TPG provided management and financial adv1s-t)r)‘r services to us as requested

by our Board of Directors in exchange for a management advrsory fee of $2, 000 per year plus related out-of-pocket expenses,

and additional compensation if TPG acted as a financial advisor to us for future transactions such as a merger or debt or equity

financing. This agreement was terminated by the parties in March 2005. l

In February 2005, TPG sold 65.6 million c:()mmon sharesin a publrc offerrn;lg, reducing its beneﬁcral|ownersh1p to approxmllately
34%. Additionally, a secondary offering byi the investor group led by TPG of 18.3 million shares was completed in August 2005.
The shares offered included all of the remaining shares on the resale shelf relg,lstratlon statement ﬁled in February 2004, 1ncl|udrng
10.0 million shares acquired by TPG upon the exercise of warrants issued i m 2001 further reducing TPG s beneficial ownershlp to
approximately 25%. This reduction in beneficial ownership constitutes a change of control under the U|S tax rules. In November 2006,
TPG sold 19.5 million shares in a privately negotiated sale. As of December 31 2006 TPG beneficially owned approximately ]6% of
i L

|
9. ACQUISITIONS, INVESTMENT IN TAISIL JOINT VENTURE | l

our outstanding common stock.

On January 30, 2004 and February 4, 2004, ‘we acquired the remammg approumate 55% interest of Taisil Electronic Materials
Corporation (“Taisil") that we did not already own. The acquisition lwas: structured as a stock purchaselfor cash. The purchase prlce
totaled $57,226. In order to finance the acqu1srt10n we borrowed $60,000 under a prior credit facility. We now own 99.97% of the
outstanding shares of Taisil. As a result of these transactions, the ﬁnanc1al results of Taisil were consolidated with MEMC effective as of

February 1, 2004. | M -
Rovyalties earned under royalty agreements with the joint venture anid sales Ql':intermediate and finished product by the Taisil joint
venture to MEMC were as follows: ' l] |
! ] '
: . . ’ : ' January 2004
Dollazs in thousands
|
Royalties ; : 8105
Sales ] | $764
I
A summary of the results of operations for 2004 of the previously unconsolidated Taisil joint venture follows:
' l i '
| | January 2004
Dollars in thousands i | ' l
Total for unconsolidated joint venture: | ! | ,
Net sales ‘ | Chb $ 3,649
Gross margin ; l l ©(1,783)
Net income (loss) ! } (3,815)
Qur share— Bl .
Net income (loss) | o 1y $(1,717)
l

On August 1, 2004, we acquired the 20% ownership interest in our MEMC Southwest Inc. joint venture that we did not already
own. The consideration for the 20% ownershlp interest was the termination of the various joint venture agreements, mcludmg the
shareholders’ agreement, the technology transfer agreement and a wafer purclrase agreement. Negatmle goodwill of $18,546 resulted
from the application of purchase accountmg The negative goodwrll was calculated as the excess of the fair value of the minority
interest’s net assets acquired over the assumed purchase price. The negatrve goodw:ll was then allocated to the basis of the minority

interest’s share of existing property, plant and equipment, goodwill and other noncurrent assets.
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i
. Thelfinancial results of M]’MC Southwest Inc. continued to be consolidated with MEMC subsequent to this transaction, but the
| minority interest was no longer reﬂected in our consolidated balance sheets, statements of operations or cash flow statements.

w

\ 10. SHORT-TERM BORROWING AGREEMENTS

b Our short-term borrowm;,s totaled approximately $0 and $13.209 (including factored receivables, as discussed below) at

i | ‘ December 31, 2006 and 2005 ’respectlvely We have short-term committed loan agreements of approximately $58,751 at

o December 31, 2006,iwhich are renewable annually. Of the $58,751 committed short-term loan agreements, $3,926 is unavailable.
as it-relates to the issuance| of ﬁhird party letters of credit. Interest rates are negotiated at the time of the borrowings.

Our weighted-average interest rate on short-term borrowings was 3.7% at December 31; 2005.

o One of our foreign subs:dlanes has an agreement with a financial institution whereby the subsidiary sells, on a continuous basis,

| ehglble trade accounts recewable The agreement permits our foreign subsidiary to sell: recelvables On a recourse or non-recourse basis.
All of these recelvables have been sold on a recourse basis. This agreement does not extend beyond one year. Such factoring

is generally limited to $90, 000 by the National City Agreement (discussed below). We account for the transfers of receivables as sales
under SFAS No. 140, Accountmg for Transfers and Servicing of Financial Assets and E)étmgulshments of Liabilities” (“SFAS 140”)

;
o At December 31, 2(106 and 2005 we had factored $2,893 and $41,793 of receivables, respectivety, of which $10,929 have been
b recorded as short-term b()rrowmgs as of December 31, 2005, as the sale criteria under SFAS 140 were not met for certain factored
o transactions. There were no factored receivables recorded as short-term borrowings as of December 31, 2006.

' '11. LONG-TERM DEBT

b Long-term debt consists of the following;

| As of December 31,

!
|
}
}
I

C | [ 2006 | . 2005
t Dallars in thousands |
vl
- Long-term notes w1[th 1nt-|3rest payable semi-annually at rates ranging from 2.1% to 2.9%,
j
' : dtue in 2009 throlugh 2017 $34,408 $39.917
: Less current portion ‘ (5,035} |- - +(51096)
| :

L | P | s20373 | $34l821
S o -
| On ]u]y 21, 2005, thle Company entered into a Revolving Credit Agreement with National City Bank of the Midwest (Natlonal Clry

' Bank) US Bank Natlonal Ass§0c1at10n and such other lending institutions as may from time to time become lenders (the Natlonal
P City, Agreement). The Nallonal City Agreement was amended on December 20, 2006 to reduce the commitment fee and the |
interest spread on loans bearmg interest at a rate determined by reference to the LIBOR rate. Additionally, our obligations and the
guaranty obligations of our sub51d1ar1es are no longer secured by a pledge of the capital stock of certain of our domestic and fore:gn
submdlanes The Natlona] CltY Agreement provides for a $200,000 revolving credit faahty and has a term of five years. Interest |

on borrowmgs under the Natlonal City Agreement will be payable based on the Companys election at LIBOR plus an apphcable
margm (currently 0'34%)‘01’ at a defined prime rate plus an applicable margin (currently 0.00%). The National City Agreement also
provides for us to pay vanous'fees, including a commitment fee (currently 0.08%) on the lenders’ commitments. The National Clty
Agreement contains covenants typical for credit arrangements of comparable size, such as minimum earnings before interest, taxes,
depreciation and amortization and an interest coverage ratio. Our obligations under the National City Agreement are guaranteed by
certain of our subsidiaries.
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such debt in accordance with its stated terms.
[

[
agreements. |

1

Long-term debt at December 31, 2006 totalling $34,408 owed to a b:ank by our,
secured by the land, buildings and machinery and equipment of our Japanese
2009 to 2017. Such guarantees would require us to satisfy the loan obllgatrons

i

l

| . . A
The aggregate amounts of long-term debt maturing after December 31, 2006jarole as follows:

Japanese subsidiary is guaranteed by us and is,

On July 21, 2005 we borrowed an aggregate of $60,000 under the National Clty[Agreement and used those funds to repay all
amounts then outstanding under prior credlt facilities; interest on lhlS $60, 000 1oan was due quarterly beginning October 1, 2005
In connection with the execution of the Natlonal City Agreement, we termmated the prior credit facilities upon their repayment by
us of all amounts then outstanding. The extinguishment of the prlor credit fac1lmes resulted in the write-off of $1,929 of deferred
financing fees. This loss was recorded in nonoperating expenses in |2005

subsidiary. These loans mature in years ranging from
in the event that the Japanese subsidiary failed to pay

|
We have long-term committed loan agreements of approximately $269,967 at December 31, 2006, of which $34,408 is outstzlmdlng
Of the $269,967 committed long-term Ioan agreements, which fully expire begmnmg 2007 and ending 2017, $8,424 is unavailable
as it relates to the issuance of third party letters of credit. We pay commltme?t fees of up to 0.08 percent on the committed loan

Dollars in thousands

|
|
|
1
|
1
|
|

2007 I : $ 5035
2008 | ‘ , 5,035
2009 ! | 4,658
2010 i ! 3,273
2011 ' ! 2,434
Thereafter | 13,973

| i |$34,408

12. STOCKHOLDERS’ EQUITY

Preferred Stock

Warrants

Common Stock . f

We have 50,000,000 authorized shares of §. 01 par value preferred stock and'

|
and 2005, The Board of Directors is authonzed without further actlon by t the !s;tockholders, to issue any or all of the preferred stock.

[

no

Pursuant to the 2001 TPG Restructuring Aigreement TPG received warrants to purchase 16,666,667
We recorded the warrants at their ag,gregate fair market value of less than one dollar The warrants are exercisable at an exercise
price of $3.00 per share of common stock a[nd expire on NovemberI 13, 20111 IIn 2005, TPG exercised
cashless basis, resulting in the retirement of 1,989,391 additional warrants held by TPG which were used as payment for the exercise
price. As of December 31, 2006, TPG held warrants to purchase 4, ?77 276 shares of our common stock.

shares issued and outstanding as of December'31, 2006

shares of our common stock.

10,000,000 warrants 01!1 a

Holders of our $.01 par value common stock are entitled to one vote for eacht share held on all matters submitted to a vote of
stockholders. Subject to the rights of any holders of preferred stock holders of common stock are entitled to receive ratably such
dividends as may be declared by the Board'of Directors. In the evenl of our Ilqurdatlon, dissolution or winding up, holders of our
common stock are entitled to share ratably in the distribution of all assets remammg after payment of liabilities, subject to the
rights of any holders of preferred stock. The declaration and payment of future dividends on our common stock, if any, will be at
the sole discretion of the Board of Dlrectors and is subject to restrictions as contamed in the Nauonal City Agreement and the
Restructuring Agreement dated as of Novemnber 13, 2001, between MEMC anld TPG. There were no dividends declared or paid
during the years ended December 31, 2006, 2005 and 2004,
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Unc}er our Restructhring{Agreement with TPG dated as of November 13, 2001, we must either obtain the consent of TPG or give
TPG a right of first refusal over any issuances of our equity securities to any person or group to the extent that the equity securities

would have 10% or more of the voting power of all of our then outstanding voting securities. As of December 31, 2006, TPG

beneﬁcmlly owned zllpprcu‘l(lmately 16% of our outstanding commoen stock, and we would have been required to obtain consent
from TPG before any such i issuance of our equity securities, In February 2007, TPG sold 20,000,000 shares of our common stock
in a!privately negotiated sale. After the February 2007 sale, TPG beneficially owned approximately 7% of our outstanding common

stock, and this consent relquirement no longer applied to any such issuance of our equity securities.

I
Stock-Based Comp!ensation

We have equity incentive plans that provide for the award of non-qualified stock options, restricted stock, performance shares, and
rthrlcted stock units to employees, non-employee directors, and consultants. We issue new shares to satisfy stock option exercises.
As of December 31,12006, |there were 1,899,556 shares authorized for future grant under these plans.

F

Options to employees are generally granted semi-annually primarily with four-year ratable vesting, although certain grants have
three, four and five- 'year cliff vesting. In addition, one million options were granted in 2006 with a market condition requiring that,
at the end of a four- year term, if MEMC’s common stock price outperforms the S&P 500 market index by a specified amount over
that four- -year perlod the options would vest. These options also provide for an early vesting of 400,000 of these options at the end
of three years if MEMC's common stock price outperforms the S&P 500 market index by a specified amount over the three-year
period. In 2006, non- quallﬁed stock options to a non-employee director were granted and vest at a rate of 33 1/3% annually over
thre? years. The maximum term of each option is 10 years or less. No stock options were granted 1o non-employee directors in 2004
or 2005. }

The exercise price of stock options granted has historically equaled the market price on the date of the grant except as noted below.
As dlscussed in Note 2(p)| we adopted SFAS 123R effective January 1, 2006. Prior to this date, we accounted for stock options under
Opinion 25. Under the provision of Opinion 25, in this case, there was no recorded expense related to grants of stock options. Once

exercisable, the employee can purchase shares of our common stock at the market price on the date we granted the option.

!
In 2002, certain stock options were granted at exercise prices less than the market price on the date of grant. These options were

eithqr immediately ‘iested or vested over two to four years. Since these options were issued below the market price of our common
stock on the date of issuance, compensation expense was recognized for the intrinsic value of the options of approximately $12,800
and the expense was recogmzed based on graded vesting. Compensation expense related to these stock options was $86, $531 and
51, 907 in 2008, 2005 and 2004 respectively. Deferred compensation expense related to these stock options at December 31, 2006
and 2005 was $0 anc} $86, I1'especnvely

The following table presents information regarding outstanding stock options as of December 31, 2006 and changes during the year

thenlended with regi:ird to,stock options:
Weighted- Average
Average Aggregate Remaining
Exercise Intrinsic Contractual
. _ Shares Price Value Life
Beginning of year | ' 8,403,441 $10.73
Granlted ' 4,548,154 3471
Exercised (1,739,431} 9.86
Forffiited (554,354) 22.75
Expired | : (27.,996) 19.81
End of year S | 10629814  $20.53 $198,763" 8.0 years
0pti£gns exercisable :at yea'r-end l 2,005,620 . $ 722 $ 64,015 6.0 years:

The aggregate intrinsic valT:e in the table above represents the total pre-tax intrinsic value (the difference between our closing stock
price on the last trading day of 2006 and the exercise price, multiplied by the number of in-the-money options) that would have
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been received by the option holders had allI option holders exerc1seld their optlons on December 31, 2006. This amount changes
based on the fair market value of our stock| The total intrinsic value of options exercised was $46, 039 $42,747 and $8,921 in 2006,
2005 and 2004, respectively. Cash received:from option exercises under option plans was $17,148, $14,817 and $4,826 and the actual

tax benefit realized for the tax deductions from option exercises was $14, 844 $21,218 and $0 for 2006, 2005 and 2004, respe!ctlvely
l
As part of its SFAS 123R adoption, MEMC examnined its assumptions used in estimating the fair value of employee options

granted. As part of this assessment, management determined that 1ts hlstoncal stock price volatility and historical pattern 0|f option
exercises were appropriate indicators of expected volatility and expected térm. 'Ihe interest rate is determmed based on the 1mplled
yield currently available on U.S. Treasury Zero-coupon issues with' a remammg term equal to the expected term of the award We

estimate the fair value of options using the Black-Scholes option- prlcmg mndel for our ratable and iff vesting options. For|market

condition awards, a lattice binomial model is used. Our weighted- ?verage assumptlons are as fo]lows‘

‘ 1 L.ttuce

! . Bmomlal Black-Scholes

| i | 2006 2006 2005 2004
Risk-free interest rate ‘ E o :4'.7% 4.7% 3.9% 3.6%
Expected stock price volatility | . 63:5% 64.9% 102.1% 106.5%
Expected term until exercise (years) f _‘ s ' 4 4 6
Expected dividends | . i 0.0% 0.0% 0.0% v 0.0%

| RN |
The weighted-average grant-date falr value per share of options granted wa‘. $18.47, $10.29 and $7.81 for 2006, 2005 and 2004

respectively. As of December 31, 2006, $65 106 of total unrecogmzed compensatmn cost related to stock options is expected to be

recognized over a weighted-average perlod of 2.4 years. b

l '
Restricted stock units represent the right to receive a share of MEMC stock at a designated time in the future, provided the stock
unit is vested at the time. Restricted stock | units granted to non- employee directors generally vest overa two year period from the
grant date. Employee restricted stock umts granted in April 2006 totaled 52 509 and vest 50% on a four-year ratable basis mth
the remaining 50% on a four-year cliff vesting basis. Recipients of restricted stock units do not pay any cash consideration for the

restricted stock units or the underlying shares, and do not have the right to vote or have any other rtghts of a shareholder untll such

time as the underlying shares of stock are dlstnbuted The followmg table presents information rega rding outstanding restncted
stock units as of December 31, 2006 and changes during the year then ende'd
| ‘ ‘
. f ! Average
‘ ! ' Restricted Aggregate Remaining
, l Stock Intrinsic ~ Contractual
_ "1 Units | - Value | Life
Beginning of year ; : ! 59,000 !
Granted i S I 82,100
End of year | ] 141,100 | $5,523 |2.1 years

|
| i
At December 31, 2006, there were no restricted stock units which'were convertible. As of December| 31, 2006, $1,192 of total
unrecognized compensation cost related tlo restricted stock units 1|s expectedltd be recognized over a weighted-average perxlod of
2.1 years, The weighted-average fair value! of restricted stock umts on the date of grant was $39.95 and $8.24 in 2006 and 2604
respectively. There were no restricted stock units granted in 2005. iWe reco:ded compensation expense related to restricted stock
units of $556, $141 and $368 in 2006, 2005 and 2004, respectlvely Deferred compensanon expense ll'elated to restricted stol:k unit
grants at December 31, 2006 and 2005 was $0 and $40, respectively. 1‘ l :
t . '
i -
!
{ ‘

|
|
|
|
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As a result of adopth‘ng SF/I\S 123R, income before income taxes and minority interests for the year ended December 31, 2006

was $18 114 lower and net income for the year ended December 31, 2006 was $11,484 lower than if we had continued to account
for stock based compensatlon under Opinion 25. The impact on both basic and diluted earnings per share for the year ended
Decémber 31, 2006 was $0 05 per share. In addition, prior to the adoption of SFAS 123R, we presented the tax benefit of stock
option exercises as operatmg cash flows. Upon the adoption of SFAS 123R, tax benefits resulting from tax deductions in excess of
the tax benefit related to compensation cost recognized for those options will now be classified as financing cash flows. For the year
ended December 31,2006/ we recognized $10,501 of excess tax benefits from share-based payment arrangements as a cash inflow in

|
financing activities. '

S
Stock-based compensation expense recorded for the years ended December 31 was allocated as follows:

2006 2005 2004
Cost'of goods sold j LS 4,260 — $ —
M.irkletmg and admllmstratlon : 13,063 l 2 156 2,310
Research and development ; 1,433 —
Stock-based employée compensation before related tax effects I i 18,756 ' 2,156 2,310
Less:|Income tax benefit 6,865 819 879
Total]stock-based coghpen:f;atidn expense, net of related tax effects l 511,891 I $1,337 $1,431

)
The amount of stock-ibasec} compensation cost capitalized into inventory at December 31, 2006 was $270. Prior to the adoption of

SFAS 123R on ]anuat;y 1, 2?06,‘ stock-based compensation costs were not capitalized.

The following table provides pro forma net income and earnings per share had we applied the fair value method of SFAS 123:
| |

For the year
ended December 31,

2005 2004
Dollars in thousands, except share .:!ata |
Net income allocable'to common stockholders, as reported $249,353 $226,201
Add: '
Stock-based employe;e comlpensation included in reported net income,
net of related tax effects 1,337 1,431
Deduct ! :
Total stock-based employe:'z compensation expense determined under the fair value
ba!sed method for :all aw!ards, net of related tax effects (12,629) (10,761)
Pro forma net income allocable to common stockholders $238,061 $216,871
[néome per share:
Basic—as reporteq $ 117 $ 109
Ba'sic—pro forma $§ 112 $§ 104
Diluted—as reported $§ Lo § 1.02
Diluted—pro forma $ 105 $ 098

!

In October 2004, a pr0v151on of the American Jobs Creation Act of 2004 dramatically changed U.S. tax laws governing non-qualified
deferred compensation, as deﬁned Most significantly, this new provision, known as Section 4094, imposed new tax penalties for
failure to comply with!the new law, inclading an additional 20% excise tax payable by an employee on deferred taxable compensation
that does not comply with the new provision. This 20% excise tax is in addition to any normal income taxes payable by the employee
on mclome In 2005, tl}le IRS‘publlshed proposed regulations regarding Section 409A. These new proposed regulations treat options to
buy stock at an exercise price that is below the fair market value of the stock on the date the option was granted (discount options) as
deferred compensation sub]ect to the new penalty tax. The new Section 409A only applies to discount options that vested on or after

]anuax;y 1, 2006. This vivould !have impacted over 1,000 employees with penalties as a result of options they had been granted in 2002
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prior to the new provision. Because of the potennal adverse effects of Section 409A MEMC decided to accelerate the discount options
that were granted in 2002 prior to the new ruling that would have vested on ]anuary 2, 2006 by approximately one month to a new
vest date of December 1, 2005 for all employees other than the Chief Executive Officer. In addition, because of limitations 1mposed by
MEMCS policy on insider trading in company securities, certain erpployees ‘Alere not able to exercise (;ptlons and sell the underlymg
shares during December 2005. Accordingly, to facilitate the need to address thé Sectlon 409A issue before the 2005 year end, the
Compensation Committee of the Board of Directors amended certam of the OptIODS to permil cashless exercise of the options so that
the employees could receive the shares net of statutory tax w1thholdmgs with MEMC retaining the surrendered shares in Treasury.
Because these employees were allowed to exercise their options in this way, varlable accounting was triggered and $1,482 of marketing
and administration expense was recorded in the fourth quarter of 2005 related t? these exercises.
B
13. INCOME PER SHARE i ’ i

‘ !
In 2006, 2005 and 2004, basic and diluted,earnings per share (EP§) were cal[culated as follows (in thousands except share amounts):

For the year ended ; Foi the year ended For the year ended
December 31, 2006 December 31, 2005 December 31, 2004
Basic . Dilutec! ] . | | Basm Diluted Basic ~ Diluted

EPS Numerator: _ ! | : ; ]!
Net income allocable to f 11 : ! { |

common stockholders $369,288 $369,288 5%49,353 $249,353 $226,201 $226,201
EPS Denominator: ' . i
Weighted-average shares

\
outstanding ' 222,128722 ! 222,128,722 213,&83,225 213,480,225/ 207,705,094 207,705,094
Restricted stock units | ! — || 62,025 | 52:885 55,209 8,743 22,482
Warrants | b1 4,282,849 : — 9,993,170 — 11,356,387
Stock options — f 3,269,753 " - 2,921,340 — 1,963,983
Total shares 222,128,722 229,743,349 | 213513,110  226,449.944] 207,713,837 221,047,946
Earnings per share ’| s 166 - $ L6l | si| L1 $  1.10] $ 109 {$ 102

Y |
In 2006, 2005, and 2004, options to purcl‘!mse 1,912,655, 712,210 and 3, 345 661 respectively, of MEll\/IC stock were exclude]d from
the calculation of diluted EPS because the effect was antidilutive. 'Restncted stock units, which were excluded from the cahl:ulanon
of diluted earnings per share due to their! ‘antidilutive effect, amounted to 35 959 in 2006. There were no restricted stock units
excluded from the calculation of diluted earnmgs per share in 2005 and 2004*
h t ‘ |
I O
14. INCOME TAXES )|
|

| ,
Income before income taxes, equity in IOTS OfJOIHt venture and mmorlty interests consists of the following:
l
F ' b

) For the|year ended December 31,

] | 2006, | 2005 | 2004

Deollars in thousands } '
us. } ; $321,918 113,821 $ 17,130
. Foreign b 268, 568 138,554 + 181,401
i | $590486 |  $252375 $198,531

42| MEMC 2006 ANNUAL REPORT | TECHNOLOGY IS BUILT ON US f |




T | ||
'HD FINANCIAL SlTATEMENT:S

[
1

Daollars in thousands, excefal share data’

Income tax expense (benefit) consists of the following:

Current Deferred Total
Dollars in thousands
Yearl ended December 31, 2006: i
U.S. Federal $ 84,672 7$ 28,011 $i 12,683l
Strate and local 5,806 1,921 7,727|
Fpreign 80,523 13,900 94,423]
| | s171.00 $ 43,832 $214,833
Year|ended December 31, 2005:
US. Federal $(14,554) $(55,996) $(70,550)
State and local 4,228 10,429 14,657
F(!)reign 33,872 19,213 53,085
| $ 23,546 $(26,354) $ (2,808)
Year ended December 31, 2004:
U'S. Federal $ 31,599 $(43,344) $(11,745)
St"ate and local 222 — 222
queign 22,837 (51,433) (28,596)
| $ 54,658 $(94,777) $(40,119)

| |
Income tax expense (benefit) differed from the amounts computed by applying the U.S. Federal income tax rate of 35% to income
before income taxes,’equity in loss of joint venture and minority interests as a result of the following:

For the year ended December 31,

| 2006 2005 2004
Dollars in thousands
Income tax at federal statutory rate 35.0% 35.0% 35.0%
Increlase (reduction) in income taxes: '
Change in the valoation allowance for deferred tax asset — (26.6) (69.2)
Nondeductlble interest — — 13.4
Effect of foreign operatlons and repatriation (0.2) 3.7) 20
State income taxes, net of Federal benefit 09 1.1 —
Re'assessment of réserve‘s due to change in estimate 0.1 (11.7) -
Reflsfs'essment of rate dule to change in estimate 0.7 4.1 —
Prior period adjustments 0.2 31 —
Other, net . ‘ (0.3) (2.4) (1.4)
Effective tax rate ¢ | | 364% | (1.1)% (20.2)%

The “Change in the valuatl(m allowance for deferred tax asset” relates to movement in the valuation allowance against deferred

tax assets for domestlc temporary differences and tax credits, state and foreign net operating loss carryforwards, and other foreign
deferred tax assets. We evaluate all significant available positive and negative evidence, including the existence of losses in recent
years and our forecast of future taxable income, in assessing the need for a valuation allowance. The underlying assumptions we
used in forecasting fu‘rture taxable income require significant judgment and take into account our recent financial performance.
BasedI upon this analysis, the valuation allowance of $67,069 was reversed in 2005, bringing the total valuation allowance to zero.

In 2004, the net defer:red tax asset was reviewed in light of improvements in both domestic and foreign operating results and higher
expected future taxable incdme levels. Domestically, because of higher projected taxable income levels and the expectation that

it is more likely than not that we will be able to recognize certain deferred tax assets and tax loss carryforwards, we reduced the

valuation from that reﬂecte(lzl in prior years. On the foreign side, earnings improvements at our Japanese operations resulted in the
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expectation that all of the net deferred tax asset will be utilized reslultmg in the'reversal in 2004 of the remaining Japanese v‘aluation
allowance. In summary, we reversed $107, |581 in valuation allowat}ces relate'd| to future earnings and/'$29,601 related to current

t
b

earnings in 2004. !
]

The “Effect of foreign operations and repatriation” includes the net reduced taxation of foreign profits combining jurisdictions
with rates above and below the U:S. federal statutory rate. It also includes the'h’npact of withholding taxes. For 2006, the net
decrease represents a benefit of $16,936 aslsocmted with electing the U.S. forelgn tax credit in 2005 u"nstead of deducting foreign
taxes, offset by an increase in expense of $15 751 related to dividends and fore:gn withholding taxes, For 2005, the net decrease of
$9,442 represents reductions of $12,455 assoc1ated with electing the U.s. forelgn tax credit in 2005 1r|15tead of deducting foreign
taxes, $6,664 of foreign taxes below U.S. statutory rates, and increases of $4, 576 in foreign w:thholdmg taxes, $2,285 related to the
recognition of certain additional U.S. res.ldual income tax that is expected to be imposed upon a distribution of unremitted foreign
earnings, and $2,816 in liabilities estabhshed for potential transfer. pricing and other issues. In 2004, 'the increases represented the
excess of foreign taxes over U.S. taxes at statutory rates, recogmtmn of certain additional U.S. remdué\l income tax expected}to be

imposed on distribution of unremitted foreign earnings and forelgn wnhholdmg tax.

The “Reassessment of reserves due to change in estimate” in 2006 relates pnlrparlly to accrued interest and in 2005 relates to an
increase in our estimate of our allowable depreaatmn deductions totalmg §22,416, a benefit of $5,979 related to prior year U S. tax
return amendments to elect foreign tax credits net of previously taken deductlons for foreign taxes and a decrease of $1,223 of other

changes in estimate. | : o

| |
The “Prior period adjustments” in-2006 relates primarily to recordmg addlt!onal expense for state net operating losses net of federal
benefit and in 2005 included a beneft of $6 478 related to the portmn of the mterest on senior subordinated notes deductible for tax
purposes for which a liability had been recorded, additional tax expense of $7 418 related to the US :GAAP treatment of fixed asset
basis difference under the Korea Asset Revaluation Law, addltlonal expenseI of $6,024 associated wnth non-qualified stock option
deductions which had been recorded as a reduction to income tax expense in prior periods, and additional expense of $937 related

to amended tax filings and reassessment of tax basis limitations.
‘ !

The “Reassessment of rate due to change in estimate” for 2006 includes apprmpmately $3,876 additional expense related to]a Texas
tax law change and in 2005 includes apprpmmately $6,309 of expense related to a change in the blended state tax rate expected to
apply to reversing temporary dlfferences in future periods due to changes in expected apportionment ratios and other factors as
well as stale net operating losses of $3, 999 that expired as a result of a merger 1m 2005 for tax purposes.

| f ‘
The tax effects of the major items recorded as deferred tax assets and liabililties]; are:
o
!
, F ’ As of December 31,
ey [ 2006 | | 2005
Dotlars in thousands |
i
. Deferred tax assets: | i
Inventories ! ‘} $ 5599 $ 5,304
Expense accruals _ h _ ) 21,389 . 8631
Property, plant and equlpment : ! 65,587 89,785
Pension, medical and other employee; benefits . 22,375 44,301
Net operating loss carryforwards - state and foreign 4 i 3,943 10,529
Capitalized R&D : ! : [ 8,544 9,882
Other e 5,944 11,524
Total deferred tax assets ! _ o | | ' | 133,381 r 179,956
Deferred tax liabilities: | D l .
Other o (1,970) (2,432)
Total deferred tax liabilities * | (1.970) | | (2432)
Net deferred tax assets i | $131411 | | $177,524
| ' |

J
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Our deferred tax assets and liabilities, netted by taxing location, are in the following captions in the Consolidated Balance Sheets:

As of December 31,
1; 2006 | 2005
Dollars in thousands ‘
| ? Current deferred tax assets, net (recorded in prepaids and other current assets) $ 11,954 $ 11,954
Non!current deferred tax dssets, net 119,457 165,570
| | | s131411 | 8177524

!

: At Dlecember 31, 2008, thnl' Company had a $3,441 deferred tax asset for state incomeitax loss carryforwards. These carryforwards
o are scheduled to expire between 2007 and 2022 if unused. Of these, $1,743 will expire in 2011, $127 in 2017, $122 in 2020, $1,280 in

2021 and $169 in 2022,

Other noncurrent lialbilities includes tax liabilities of $48,854 and $10,689 at December 31, 2006 and December 31, 2005,

L respéctively. These liabilities have been established for tax filing positions that we believe are fully supported but may be challenged
by talxing authorities and may not be fully sustained. These liabilities are expected to remain on our books until the time that the
positions are sustained upon audit or the statute of limitations expires.

|
v 15. EMPLOYEE-I%ELATED LIABILITIES

t
Pension and Other Post-Employment Benefit Plans

; Prior te January 2, 2002, our defined benefit pension plan covered most U.S. employees. Benefits for this plan were based on
o years of service and qualifying compensation during the final years of employment. Effective January 2, 2002, we amended our
o defined benefit plan to dlsnonunue future benefit accruals for certain participants. In addition, effective January 2, 2002, no new

participants will be added to the plan.

We also have a non- quallﬁ?d plan under the Employee Retirement Income Security Act of 1974, This plan provides benefits in
' addition to the defined benefit plan. Eligibility for participation in this plan requires coverage under the defined benefit plan and
| other, specific c1rcum'stancc:s. The non-qualified plan has also been amended to discontinue future benefit accruals.

Priorto January 1, 2q02, 0|:Jr health care plan provided postretirement medical benefits to full-time U.S. employees who met
minirum age and service requirements. The plan is contributory, with retiree contributions adjusted annually, and contains

. other cost-sharing features/such as deductibles and coinsurance. Effective January 1, 2002, we amended our health care plan to
discontinue eligibility for postretirement medical benefits for certain participants. In addition, effective January 2, 2002, no new
participants will be elligible1 for postretirement medical benefits under the plan. During 2006, a negative plan amendment was
recorded related to the clarlﬁcatlon of contributions to be paid by MEMC, resulting in the recording of approximately $11,617
of unrecognized prior service credit. This credit will be amortized to income over the average remaining service period of the

active employees. |

In July 2005, approxirlnatelyl' 88%.of eligible employees of our Taiwan subsidiary elected to opt out of their defined benefit pension
plan into a new defined contribution plan, creating a one-time curtailment loss of $518.

We adopted Statemerit of Financial Accounting Standards No. 158, "Employers” Accounting for Defined Benefit Pension and Other

Postrﬁtirement Plans’} ("SFAS 1§8”) as of December 31, 2006, except for the change in measurement date provisions. SFAS 158
requires an employer to recognize the overfunded or underfunded status of a defined benefit postretirement plan as an asset or

v liability in its statement of flinancial position and to recognize changes in that funded status in the year in which the changes occur
through comprehensive income.
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The following table summarizes the incremental effect of adopting SFAS 158:
Pension Plans! ! ! Health Care and Other Plans
Year ended December 31, 2006 I Before . Changes’ ‘ ?\_fter Before Changes | After
Dollars in thousands ; CipY
| ;; r e ;
Liabilities | P j i z
Current liabilities s(11,560) | s 10.300, $ (1.260) $ (1,948) $ - $ (1,948)
Pension-and ' . : :
post-employment liabilities $(41,128)  $(17,955) $(59,083) $(45,283)| $ 19,121 $(26,162)
Stockholders’ Equity ; | | ) '
Accumulated other ! : i ' | .
comprehensive income (pre-tax) $28811 - % 7,655! $ [3'6,_466 $ — $(19,121) $(19,121)
, . } —
' I !
Net periodic benefit cost consists of the following: | |
Pension Plans? s Health Care and Other Plans
Year ended December 31, | . 2006 | 2005 - 1]2004 | 2006 2005 2004
Dollars in thousands ) . . ’ I
. , C
Service cost $ 3,545 $ 3,745 ' 8 i3’950 $ 379 $ 357 $ 258
Interest cost ! 9,388 9,285, ‘ !;91017 2,282 2,482 . 2,929
Expected return on plan assets (8,561) (7,525) ‘(51974) — — —
f
Amortization of service costs : 4 12 Co|r 13 — — , -
Net actuarial (gain) loss | 2,125 1,652 iUk (637) (556) (66)
Transition obligation recognized : 3 18 f i 23 — — ‘ —
Curtailment charge — 518 = — — —
Net periodic benefit cost ] $ 6,504 | $ 7,705 " 38,160 $2,024 | $2,283 | $3,121

1 - .

. . NIR— | |
We use a measurement date of Septembf:r| 30 to determine pension and other postretirement and post-employment benefit
measurements for the plans. ‘ o l

The following is a table of actuarial assumptions used to determirie the nét periodic benefit cost:
[} )

‘ Pension Plans : ‘ 1 Health Care and Other Plans
Year ended December 31, | 2006 | 2005 | {2004 2006 | | 2005 2004
Weighted-average assumptions: ‘ | ,
Discount rate | 5.50% 5.75% | 6100% 5.50% 5.75% 6.00%
Expected return on plan assets | 8.00% 8.00‘%;) i ‘ 8l00% NA NA NA
Rate of compensation increase - 4.00% 4.50% | 4!50% 4.00% 4.50% 4.50%
Current medical cost trend rate . NA NA ‘ li\IA 7.25%I 8.25% 9.25%
Ultimate medical cost trend rate - NA NA i | NA 5.25%' 5.25% 5.25%
Year the rate reaches ultimate - i | i Ii I ,
trend rate . NA NA | 1| NA 2008 2008 2008
b
|
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following summarizes the change in benefit obligation, change in plan assets, and funded status of the plans:

The
Health Care
Pension Plans and Other Plans
Year ended December 31, ] 2006 | 2005 | 2006 | 2005
DoMars in thousands !
Chalnge in benefit oi:,ligatiron:
Benefit obligation, beginning $179,631 $170,606 $ 43,339 $ 48,979
Service cost 3,545 3,745 379 357
Ir:nerest cost ‘ 9,388 9,285 2,282 2,482
Plan participants’ contributions — — 2,097 1,648
Actuarial (gain) loss i (2,001) | 7,807 (1,317) (4,292)
Gross benefits paid ' (10,077} (12,215) (6,289) (5,835)
Less: Federal subsidy on benefits paid | - — 150 —
Plan amendment. — — (11,617) —
Currency exchange {gain) loss (27} 403 — —
Bene:ﬁt obligation as of September 30 i $180,459 ] $179,631 $ 29,024 $ 43,339
Chaﬁge in plan assets: I
Fair value of pianlassets, beginning j $105,006 $ 92,046 $ — $ —
Actual return on plan assets 8,627 9,744 — —
Er'nployer contrib:utions: ] 15,686 15,495 4,042 4,187
Plan participants’ contributions i’ — — 2,097 1,648
Gross benefits paid ! (10,077) (12,215) (6,289) (5,835)
Less: Federal subsidy on benefits paid ] — — 150 —
Currency exchange (gai!n) loss { 17 (64) - —
Fair value of plan assets as of September 30 | $119259 | $105,006 s — $ -
Ur:tfunded status as of September 30: i
Fair value of plan ?ssets! $119,259 | $105,006 $ — $ —
Belneﬁt obligation 180,459 | 179,631 29,024 43,339
Unfunded status ‘ $(61,200) $(74,625) $(29,024) $(43,339)
Unrecognized net Iactuznl'ial (gain) loss [A] — 40,565 NA (6,824)
Unrecognized prior service (credit) cost [A] — 45 NA —
Unlrecognized tranisition' (asset) obligation [A] — 48 NA —
Fourth quarter contribution 857 3,225 914 922
Accru:ed benefit cost at Dec‘pmber 31 I ${60,343) f $(30,742) [ $(28,110) ] $(49,241)
Amounts recognized ;m statement of financial position:
Accrued liabilities, current $ (1,260) $(17,661) $ (1,948) % (4,450)
Pension and post-employment liabilities (59,083} (46,237) (26,162} (44,791}
Accumulated other comprehensive loss before taxes [B] 1 — 33,156 — —
Net amount recognized | $(60,3¢3)| $(30,742) |  $(28110) |  $(49,241)

[A] Amounts rec]

' 1
lassified ter accumulated other comprehensive income in connection with the adoption of SFAS 158 as of December 31, 2006,
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[B] Ameounts recognized in accumulated other comprehensive income {before tax):

Pension Plans

Health Care
and Other Plaqs

Year ended December 31, I i EZ{)OG | 2005 || 2006 | | 2005

Dollars in theusands I l i

Net actuarial {gain) loss 5:36,378 NA $ (7,504} NA

Prior service (credit) cost | 41 NA (11,617) NA

Transition (asset) obligation I 47 NA - NA

Net amount recognized 7 | l |$36 166 l NA | $(19,121) I ' NA
'y |

The estimated amounts that will bé amortized from accumulated other comprehensive income into Let periodic benefit cost in 2007

are as follows:

Care and

Health
| | Pension Plans  Other Plans
Doltars in thousands | f I
Actuarial {gain) loss ! | $1,800 $ (822)
Prior service (credit) cost l l 4 (2,143)
Transition (asset) obligation | | 3 —
| ] |11 $1,807 | $(2,965)
The following is a table of the actuarial assumptions used to deterlmme thJe benefit obligation:
: |
Health CareI
_ ‘ Pension Plans and Other Plans
Year ended December 31, { b 12006 ] 2005 | | 2006 2005
Weighted-average assumptions: (1 .

‘Discount rate 1"3.75% '5.50% 5.75% 5.50%
Rate of compensation increase ?.75% 4.00% 3.75% ! 4.00%
Current medical cost trend r%lte INA NA 7.25% ! 8.25%
Ultimate medical cost trerid rate NA NA 525% | | 525%
Year the rate reaches ultimat{z trend rate ; [NA NA 2008 . 2008

[

Pension plan assets are invested’ prlmarlly in marketable securities 1ncludmg common stocks, bonds and interest-bearing deposits.

The weighted-average allocation of pension benefit plan assets at September 30 was:

Target
Lt . Allocation . Actual Allocation
Asset Category 2006 2006 | | 2005
Equity securities ' 20-65% 61% 62%
Fixed income securities 20-75"/? 29% 28%
All other . . 0-20% 10% 10%
Total | | |1} [ 100% | | 100%
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Thelinvestment ob]ectlvesi of our pension plan assets are as follows:

|

o To achieve a fa}'orabl‘e relative return as compared with inflation;

s/ To achieve an above average total rate of return relative to capital markets;

s| Preservation ofl capital through a broad diversification among asset classes which react, as nearly as possible, independently to
varying economic and market circumstances; and

«| Long-term growth, with a degree of emphasis on stable growth, rather than short-term capital gains.

Our pension expense and'pension liability are actuarially determined, and we use various actuarial assumptions, including the
discount rate, rate of salary increase, and expected return on assets to estimate our pension costs and obligations. We determine

the expected return on plfin assets based on our pension plans’ actual asset mix as of the beginning of the year. The expected
investment return assumption used for the pension plans reflects what the plans can reasonably expect to earn over a long-term
period considering plan tz:lrget allocations. The expected return includes an inflation assumption and adds real returns for the asset
mix |and a premium for active management, and subtracts expenses. While the assumed expected rate of return on plan assets in
2006 was 8.0%, the actual return experienced in our pension plan assets in the comparable period in 2006 was 7.6%. We consult
withithe_ plang’ actualries to determine a discount rate assumption for pension and other postretirement and post-employment plans
that reflects the char;acterilstics of our plans, including expected cash outflows from our plans, and utilize an analytical tool that

incolrporates the concept of a hypothetical yield curve, developed from corporate bond (Aa quality) yield information.
|

Our pensmn obhgatlons are funded in accordance with provisions of Federal law. Contributions to our pension plans in 2006
totaled $12,257. We expect contributions to our pension plan in 2007 to be approximately $10,300.

The projected benefit obligation, accumulated benefit obligation and fair value of plan assets for pension plans with an accumulated
benefit obligation in excess of plan assets were as follows:

Pension Plans

2006 | 2005
Dollars in thousands {
b
Projected benefit obligatio;n, end of year $180,459 | $179,631
Acculmulatecl benefit obligation, end of year $171,092 $170,422
Fair value of plan assets, etTld of year $119,259 $105,006

|
Assur{ned health care cost trend rates have a significant effect on the amounts reported for health care plans. A 1% change in the
medical trend rate would have the following effects at December 31, 2006:

1% Increase 1% Decrease

Dollars in thousands

Total service and interest cost components ' $ 88 $ (87)
Postretirement benefit obli'gation - 472 (478)
\
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We estimate that the future benefits payable for the pension and other postretirement plans are as follows: !

Health Careé 'and
Other Pla{ns

; Pension Gross Federal

! Plans Benefits Subsidy
Dollars in thousands !
2007 $ 9,815 $2,286 $ 218
2008 . 10,025 2,207 269
2009 ' 10,588 2,124 321
2010 1‘ 11,391 2,067 376
2011 i ‘ 12,467 2,049 431

i | 76,278 9,134 . 2,615

2012-2016

|
Defined Contribution Plans ’ |
We-sponsor a defined contr1but10n plan under Section 401(k) of the Internal Revenue Code covermg all U.S. salaried and hourly
employees, and a defined contnbutlon plan in Taiwan covering most salaried aind hourly employees of our Taiwan subsidiary. Our

costs included in results of operatlons totaled $5,419, $4,475 and $4 568 for:2006, 2005 and 2004, respectively.

Other Employee-Related Llabllmes

Employees of our subsidiaries in Italy and!Korea are covered by an end of service entitlement that provide payment upon
termination of employment. Contnbutmns to these plans are based on slatutm"y requirements and are not actuarially determined.
The accrued liability was $34, 88li: at Decermber 31, 2006 and $30, 631 at December 31, 2005, and is mcluded in other long- ttl:rm
liabilities and accrued wages and'salarles on our balance sheet. Thle accruéd hablhty is based on the Vested benefits to Wthh the
employee is entitled assuming employee termination at the measu’rement datle

16. COMMITMENTS AND CONTINGENCIES |

Leases and Purchase Obligations ‘

We lease buildings, equipment and automobiles under operating leases. Rental expense was $5,269,/$5,280 and $8,102 in 2006 2005
and 2004, respectively. The total future colmmltment under opera{mg leases :Ilslof December 31, 2006 was $13,319, of whlch $i1, 983
is noncancellable. We enter into purchase commitments for materials and services utilized in the normal course of busmess

Our unconditional purchase obhgat:ons represent the minimum Irequufeme‘l%tls of the contractual termination penalties (take or

pay provisions) under these various long-term commitments. Our operatmlg| lease and unconditional purchase obligations as of

December 31, 2006 were as follows: h
|

Payments Due By Period

| .
Total | 2007 | |} | 2008 2009 | 2010 2011 Thereafter
Dollars in thowsands ‘% ’
\
Operating Leases $ 13,319 $| 4,430 { | $}3,595 § 1,965 |§ 1,342 § 1,338 $ 649
137,400 35,085 | } 27,526 19664 | 19,011 15680 | 20,434

Unconditional Purchase Obligations

Indemnification

We have agreed to indemnify some of our customers against claims of infr I11|1gement of the intellectual property rights of others in
our sales contracts with these customers.| Historically, we have not paid any claims under these indemnification obligations and we

do not have any pending indem'niﬁcatior; claims. | 4
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Litigation
Sumitomo Mitsubishi Silico:n Corporation et al. vs. MEMC Electronic Materials, Inc.

On December 14, 2001, MIEMC filed a lawsuit against Sumitomo Mitsubishi Silicon Corporation (“SUMCO”) and several of its
afﬁllaltes in the Northern District of California {the “First SUMCO Case”) alleging infringement of one of MEMC’s U.S. patents. On
Marclh 16, 2004, the court ‘].ntered summary judgment against MEMC. MEMC appealed this decision to the U.S. Federal Circuit
Court of Appeals, and on August 22, 2005, the U.S, Federal Circuit Court of Appeals reversed the grant of summary judgment with
respect to inducemerrlt of ililfringement by SUMCO, and the case was remanded to the U.S. District Court for further proceedings.
On February 24, 2006, the U.S. District Court granted certain summary judgment motions of each of SUMCO and MEMC. In
light of the summary judgxlnent rulings in favor of SUMCQO, on February 27, 2006 the U.S. District Court issued a final judgment
agamlst MEMC in the Flrst SUMCO Case. On February 28, 2006, MEMC filed its Notice of Appeal of the grant of certain of the
summary judgment rulmgs in favor of SUMCO in the First SUMCO Case with the U.S. Federal Circuit Court of Appeals. MEMC
and SUMCO filed thetr appellate briefs in this matter in 2006 and early 2007. Oral argument is expected in summer 2007, and a

i
decision could comelas early as fall 2007,

On July 13, 2004, SUMCO'and certain of its affiliates filed a lawsuit against MEMC in the U.S. District Court for the District of
Delaware (the * Second SUMCO Case”) in a case captioned Surnitomo Mitsubishi Silicon Corporation, aka SUMCO, a corporation
of Japan and SUMCO USA Corporation, a Delaware corporation, v. MEMC Electronic Materials, Inc., a Delaware corporation,
Civil|Action No. 04- 852 Sl R. In May 2005, MEMC successfully had this case removed to the Northern District of California,
although the Second'SUMCO Case and the First SUMCO Case will not be consolidated. In the Second SUMCO Case, plaintiffs
alleged that MEMC violated the antitrust laws by attempting to control sales of low defect silicon wafers in the United States,
including through its patent policies and enforcement of its patents related to low defect silicon wafers. Plaintiffs atso sought a
declamtory Judgment that plaintiffs’ wafers do not infringe the claims of two MEMC patents and that these two MEMC patents are
mvalld and unenforceableI Finally, plaintiffs alleged that these two MEMC patents are void and unenforceable because of MEMC’s
alleged patent mlsuse Plaintiffs sought treble damages in an unspecified amount, and attorneys’ fees and costs incurred by plaintiffs
in the Second SUMCO Calse and in the First SUMCO Case. MEMC asserted defenses against these claims, including a counterclaim
for infringement of one of the two patents. In June 2006, in light of the pending appeal with the U.S. Federal Circuit Court of
Appeals on certain matter‘, from the First SUMCO Case, certain of the counts related to the two MEMC patents were dismissed
from the Second SUMCO Case without prejudice. MEMC believes that SUMCO’s position in the Second SUMCO Case has no
mer1t and is assertmg a vigorous defense. We do not believe that this matter will have a material adverse effect on our consolidated
results of operatlonSland ﬁnanc1al condition. Due to uncertainty regarding the litigation process, however, the outcome of this
matter could be unfavorablle, in which event we might be required to pay damages and other expenses.

17. GEOGRAPHI;C SEGMENTS

We are engaged in one reportable segment - the design, manufacture and sale of silicon wafers.

Geographic financial inforrmation is as follows:

Net Sales to Customers:

_ 2006- | 2005 2004

Dollars in thousands

United States ' ©$ 521,292 | § 344069  $ 286,302
Foreign _ b 1,019,292 763,310 741,656
Total | | $1,540,584 | 51,107,379 $1,027,958
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Foreign revenues were derived from sales'to the following countr}es:

L1

[ $1.019,292]

| I 2006 2005 2004

Dollars in thousands 1‘
China $ 218,080 $ 37,250 $ 29,312
Japan i 74,693 91,882 99,567
Korea ‘ i 188,085 184,234 173,194
Taiwan | 273,400 225,355 , 200,958
Other foreign countries | 265,034 224,589 238,625
Total , : | 1 | $763310 |$741,656

percent of total sales, respectively. -

Long-Lived Assets, net of accumulated depreciation:

Net sales are attributed to countries based on the location of the customer.

|
|
|

Qur net sales attributable to polysilicon for the years ended December 31, 2006, 2005 and 2004 were 18.5%, 9.6% and 3.1% as a

| 4
b

, ] 2006 || 2005 2004
Dollars in thousands
United States | $184,997 $159,334 ‘:5120.1 39
Japan 163,070 176,771 171,169
Korea 65,064 58,593 44,687
Italy . : 63,976 39,012 82,697
Taiwan | 175,563 106,870 77,306
Other foreign countries ‘ 5,985 5,675 b3,779

Total B | | VL | s6s8ess||  $546.255 l$499,777
18: UNAUDITED QUARTER.I‘.;Y FINANCIAL INFORMA'!TION .

l i }first Second Third i Fourth:

2006 | 'Quarter Quarter Quarter Quarter
Dollars in thousands, except per share data {‘ ;
Net sales $;3I4i1 ;’549 $370,540 $407,949 |$;420,546!
Gross margin. ?1?;2,{381 $160,462 $192,508 |$203,296]
Income before minority interests $ 68,338 $ 83,326 $ 93,479 i35130,510l
Minority interests ? (|995) $ (1,378) $ (2,432) 1$ (1,560|)
Net income $ 67,;343 $ 81,948 $ 91,047 |$128,95C;
Basic income per share % ?.30 $ 037 $§ 041 |$ 0.58|
Diluted income per share $11029 $ 036 $ 040 $ 056
Market close stock prices: |

High f’é ?§.l9 $ 4875 $ 40.67 I$ 43.55I

Low $ 123.40 $ 3054 $ 27.21 $ 3389

L
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' First Second Third Fourth
2005 ; Quarter Quarter Quarter Quarter
Dillars in thousands, except per share data ‘
I
Net sales l $250,939 $272,256 $280,743 $303,441
Gross mhargin ' $ 81,275 $ 89,304 $ 85,246 $110,693
lncome: before equity in loss r)fjoint venture and minority interests $ 57,120 $ 42,364 $103,037 $ 52,662
Minority interests . $ (82) $ (1,887) $ (1,412) $ (2,449
Net inc‘ome $ 57,038 $ 40,477 $101,625 $ 50,213
Basic ir}lcome per share | $ 027 $ 019 $ 047 $ 023
Diluted income per share ! $ 025 $ 018 $ 045 5§ 022
Market;close stock pric'es: ‘
Hig}lx ' | $ 1456 $ 1619 $ 2279 $ 2368
Low, i $ 1074 $ 1123 $

l 15.82 $ 1687

i
Quartelr ended March|3 1, 2005

We recognized certain discrc?te tax adjustments representing an income tax benefit of $19,361. These included a reassessment of
tax reserve (noncurrenlt liability) requirements of $29,618 due to changes in estimated allowable depreciation deductions and our
election to credit foreign taxes. Also included were prior period adjustments of $7,901. {see Note 14}

|
Quarter ended September 30, 2005

We revFrsed all remaining valuation allowances against domestic deferred tax assets of $67,069 based upon our determination that

these deferred tax assets would more likely than not be realized.
|
Quarter ended Dec«:nrber 31, 2006

A gainlof $18,913 mill{on wus recorded to other nonoperating income due to the mark to market adjustment related to a warrant
received from a customer in,‘ 2006 as discussed in Note 2(m) above,
' |
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':Ihe Board of Directors |
MEMC Electronic Materials, Inc.: | ’ ' '

We have audited the accompanying consolidated balance sheetis of MEMC Electromc Materials, [lne and subsidiaries (the
Company) as of December 31, 2006 and 2005, and the related consolldated statements of operations, stockholders’ equlty and

cash flows for each of the years in the three- -year period ended Decembell' 31, 2006. These consolrbated financial statements are the
responsibility of the Company’s’ management Our responsibility is to ex[I)ress an opinion on thes«'e consolidated ﬁnanc1al statements
based on our audits. '

We conducted our audits in accordance with the standards of the Pubhc Company Accounting Oversight Board (United States)
Those standards require that we plan and perform the audit to Obtain ré reasonable assurance about whether the financial statements
are free of material mlsstatement An audit includes exammmg! ona teLt basis, evidence suppornbg the amounts and d;dclosures

in the financial statements. An'audit also includes assessing thelaccounlung pr1nc1p1es used and sngmﬁcant estimates made by
management, as well as evaluatmg the olverall financial statement presentatlon We believe that our audits provide a reasonable basis
for our oplnlon '

In our opinion, the consolidated ﬁnanclal statements referred td? above present fairly, in all materllal respects, the ﬁnanc1a|l position
of MEMC Electronic Matenals, Inc. and subsidiaries as of December 31, 2006 and 2005, and the results of their operations and
their cash flows for each of the' ‘years in the three- -year perlod ended Decl:elmber 31, 2006, in conformity with US. generally accepted
accounting principles. : '

As discussed in Note 2 to the consolidated financial statements, Ithe Company adopted Statement of Financial Accountmg Standards
(SFAS) No. 123(R), “Share-Based Paymént” effective January 1, 2006. Allscl),‘as discussed in Note 2 Ito the consolidated ﬁnancnal
statements, the Company adopted SFAS No. 158, “Employers’ ACCOunlllllg {or Defined Benefit Pen‘smn and Other Postret:rement
Plans” effective December 31, 2006 and the Company changed its method of quantifying errors in 2006.

We also have audited, in accorda'nce with the standards of the Public Cdmpany Accounting Oversight Board (United States), the
effectiveness of the Company’s internal control over financial reportmg as oleecember 31, 2006, based on criteria estabhshed in
Internal Control—Integrated I-rﬁ:mework issued by the Commsttee of Sponsorlng Organizations of the Treadway Commissions
(COSO), and our report dated February 26,2007 expressed an unqualified opinion on management’s assessment of, and the

|

effective operation of, internal control over financial reporting.

@Mc, LCP

St. Louis, Missouri . ; ‘ |
|

February 26, 2007

54| MEMC 2006 ANNUAL REPORT | TECHNOLOGY IS BUILT ON US i \




!' i

1l |

] .' ]
ITEM 9A. CONTR(TLS ’ANDl PROCEDURES
|
|

(a) Evaluation of Discl['osure Controls and Procedures

We carried out an evalLllation as of December 31, 2006, under the supervision and with the participation of our management,
including our Chief Executlvle Officer and Chief Financial Officer, of the effectiveness of the design and operation of our disclosure
controls and procedure[s, as deﬁned in Rules 13-15(e) and 15d-15(e) under the Securities Exchange Act of 1934, as amended {the

“Exchange Act™). Base(fl UpOlll that evaluation, our Chief Executive Officer and Chief Financtal Officer have concluded that our
disclosure controls :mdI procedures were effective as of December 31, 2006,

i .
(b) Management’s Report on Internal Control Over Financial Reporting

Our management is respon51ble for establishing and maintaining adequate internal control over financial reporting as defined in
Rules 13a-15(f) and lSd 15(f ) under the Securities Exchange Act of 1934. Our internal control over financial reporting is designed
to provide reasonable 2 assurance regarding the reliability of financial reporting and the preparation of financial statements for !
external purposes in accordance with U.S. generally accepted accounting principles.

As of December 31, 2006 managemem conducted an assessment of the effectiveness of:ithe Company’s internal control over
financial reporting based upon the framework issued by the Committee of Sponsoring Organizations of the Treadway Commission
(COSOY} in Internal Control-—Integrated Framework. Based on management’s assessment utilizing these criteria, we believe that, as
of December 31, 2006; our internal control over financial reporting was effective.

. | . . .
KPMG LLP, an independent registered public accounting firm, has issued an audit report on management’s assessment of the

- i [ . : .
company’s internal celntroi over financial reporting. Their report appears below.

b
(¢) Remediation of l'—"rior Material Weakness in Internal Control over Financial Reporting

I
A material weakness isa control deficiency or a combination of control deficiencies that results in more than a remote likelihood
that a material misstaltement of our annual or interim consolidated financial statements will not be prevented or detected.

As disclosed in our 2005 Annual Report on Form 10-K, and in our Quarterly Reports on Form 10-Q for each of the first three
quarters of 2006, we report«I:d material weaknesses in our internal controls specifically pertaining to ineffective company-level
controls, inadequate expertise in U.S. Generally Accepted Accounting Principles (“US GAAP™), and inadequate revenue recognition
policies and procedures,

(
As of December 31, 2006, vlve have remediated the previously reported material weaknesses in internal control over financial

reporting in part by completing the following actions: )

Remediation Actwmes to Jlmpmve Company-Level Controls
« Instituted a weekly review process with our elght executive officers (including the CEQ) to ensure identified control deficiencies
are remediated t:mely
+ Issued guidance Iand plrovided additional training to the senior leadership team (80 people) on implementing specific actions to
improve the control env1ronment
+ Expanded the quarterlv financial certification content and coverage to solicit evidence that controls are functioning effectively; and
» Enhanced the internai'audit staff by increasing the number of trained personnel and expanded the audit coverage.

Remediation Activities to Increase Staff Expertise in U.S. Generally Accepted Accounting Principles
» Hired senior finance, accounting and tax personnel with substantial accounting and public company financial expertise;
« Utilized personnel frolm multiple third-party professional services firms with expertise in accounting for income taxes to assist
in the preparation and review of our income tax provision and the income tax related balance sheet accounts; and
+ Implemented an on- going US GAAP training program and held training sessions for the worldwide finance managers, as well
as certain finance and accountmg personnel.

| l
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HE [

Remediation Activities to Improve Revenue Recognition Policies and Procedures
'+ Established Sales and Marketing finance roles within the accounting and finance organization for the purpose of reviewing

il

» Provided additional training to sales and accounting personnel on the proper reporting of sales arrangements, treatment of

sales arrangements;

international shipping terms and accounting for revenue recognmon and
+ Implemented a quarterly sales and marketing checklist for senicr sales personnel to provide assurance that customer
agreements and related transacnons are properly reported.‘ '

In the third and fourth quarters of 2006 we undertook and cornpleted as appropnate, our testmg to validate compliance

with the newly implemented policies, procedures and controls. We underltook this testing over these periods to demonstrate
operating effectiveness over a period of time that is sufficient to'support our conclusion. In reviewing the results from thls testing,
management has concluded that our company-level controls, staff expertise in US GAAP and internal controls over revenue
recognition have been 51gn1ﬁcantly improved and that the above referenced matenal weaknesses lln internal control over ﬁnanc1al

reporting have been remedlated as of December 31, 2006. 1 . |
i

(d) Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders
MEMC Electronic Materials, Inc.: 1 ‘ \

We have audited management’s! assessment, included in the accompanymg Managements Report on Internal Control over Financial
Reporting (Item 9A(b)), that MEMC Electronlc Materials, Inc. (the Company or MEMC) maintained effective internal control over
financial reporting as of December 31, 2006 based on criteria established i in the Infernal Control—Integrated Framework, issued

by the Committee of Sponsormg Organdzatlons of the Treadway Comrms*ndn (COSQ). The Company’s management is re'sponsﬂ:vle

for maintaining effective 1nterml control over financial reportmg and for its assessment of the effectiveness of internal control over

] ! |
financial reporting. Our responslbrllty is to express an opinion on managerlnents assessment and an opinion on the effectiveness of
the Company’s internal control over financial reporting based on our audlt

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board {United States).
Those standards require that wejplan and‘ perform the audit to obtain reasonable assurance about whether effective 1nterna] control
over financial reporting was maintdined in all material respects. Our audlt mcluded obtaining an understanding of mternal control
over financial reporting, evaluatmg mandgements assessment, testing and eyaluatmg the design and operating effectiveness of
internal control, and performing such other procedures as we consrdered necessary in the circumstances. We believe that our audit
provides a reasonable basis for our opinion. ' l

|
A company's internal control over financial reporting is a process desrgned to prov1de reasonable assurance regarding the reliability

I
of financial reporting and the preparatlon of financial statements for external purposes in accordance with generally accepted

accounting principles. A compalllys internal control over ﬁnanc1all reporting includes those policies and procedures that (lll) pertain
to the maintenance of records that, in reasonable detail, aceurately and farrly reflect the transactions and dispositions of the assets
of the company; (2) provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with generally alccepted accountmg principles, dnd'that receipts and expenditures of the company are
being made only in accordance w1th authorlzatlons of management and d1r|ect‘ors of the company; and (3) provide reasonable
assurance regarding prevention or nmely Wetection of unauthorized acquisition, use, or disposition of the company’s assets'that

could have a material effect on the financial statements.

, il
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Because of its inherent llmltanons, internal control over financial reporting may not prevent or detect misstatements. Also,
projections of any evaluatlon of éffectiveness to future periods are subject to the risk that controls may become inadequate because
of changes in condmons or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, manage'mem':; assessment that MEMC maintained effective internal control over financial reporting as of December 31,
2006, is fairly stated, in‘all m?terj;al respects, based on criteria established in the Internal Control—Integrated Framework, issued
by COSO. Also, in our opinion, MEMC maintained, in all material respects, effective internal control over financial reporting as of

December 31, 2006, based on criteria established in the Internal Control—Integrated Framework, issued by COSO.

We also have audited, 1n accordance with the standards of the Public Company Accounting Oversight Board {United States), the
consolidated balance sheets of MEMC Electronic Materials, Inc. and subsidiaries as of December 31, 2006 and 2005, and the related
consolidated statemems of operanons, stockholders’ equity, and cash flows for each of the years in the three-year period ended
December 31, 2006, and our, report dated February 26, 2007, expressed an unqualified opinion on those consolidated financial

statements. ! l

KPMe m>]

St. Louis, Missouri
)
February 26, 2007 1

. {e) Changes in Intern'al Control Over Financial Reporting

Except as otherwise discussed above, there have been no changes in the Company’s internal control over financial reporting durmg
the most recently completed fiscal quarter and year ended December 31, 2006 that have materially affected, or are reasonably likely
to materially affect, thf: Company’s internal control ever financial reporting.

[
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STOCKHO%DERS I

Corporate Office

MEMC Electronic Materials, Inc.
501 Pearl Drive (City of O'Fallon)
St. Peters, Missouri 63376

(636) 474-5000

WWW.meme.com

Transfer Agent and Registrar,

2 North LaSalle Street

P.O. Box A3504

Chicago, lllinois 60690-3504
(312) 360-5433
www.computershare.com

Stockholder Inquiries

Inquiries regarding address corrections,
lost certificates, changes of registration,
stock certificate holdings and other
stockholder account matters should

be directed to MEMC'’s transfer agent,

at the address or phone number above.

Common Stock Listing

MEMC’s common stock is traded on
the New York Stock Exchange under
the symbol “WFR” On December
31, 2006, the Company had 345
stockholders of record.

Computershare Investor Services, L.L.C.

Computershare Investor Services, L.L.C,,

i
: Form 10-K H ‘
l Stockholders may  obtain a gopy of
i MEMC’s Annual Report on Form 10-K
. and related financial statement schedules
l for the year ended Decemberl?}‘l 2006,
l filed with the Securities and Exchange
Commission, by wrltmg MEMCs
! Investor Relations Departmfl.'nt or by
| calling (636) 474-5000. ‘ |
| Certifications | ; i t
The New York Stock Exchange (NYSE)
requires that our Chlef Exccutwe
| Officer file an annual cert1hc‘at[e
x indicating that he is unaware‘ cl)f
| any violations of the NYSE llstmg
| standards. This ceirnﬁcatlon was
. executed without quahﬁcaucln by our
|

Chief Executive Ofﬁcer in November
2006 and filed after our 20()6':;nnual
meeting of stockholders. In, addmon,
the Chief Executwe Officer and Chief
Financial Officer ﬁled cernﬁcanons
with the SEC regardmg the quahty

of our public disclosure. Thesle
certifications can be found a!s Exhibits
31.1 and 31.2 to our Form IOEK for the
fiscal year ended December!31'1 2006.

Financial Information

MEMC maintains a home page on the
Internet at www.memc.comwhere

we phbllsh information, including
earnmgs releases, other news releases
and 51gn1ﬂcant corporate disclosures.

Independent Auditors
KPMG LLP

10 Soluth Broadway, Suite 500
St Lc;uis, Missouri 63102

Invesltor Relations

Stock‘holders, securities analysts,
investment professionals and
prospective investors should!direct
their inquiries to: '
MEMC Electronic Materials| Inc.
Investor Relations Departme‘nt

501 Pearl Drive (City of O Fallon)
St. Petlers, Missouri 63376
Tel; (6|36) 474-5000

Fax: (636) 474-5158
Email: invest@memc.com

Stock Price Performance Graph

The graph at right compares
cumulative total stockholder return
with the cumulative total return
(assuming reinvestment of dividends)
of the S&P 500 Index and the S&P
500 Semiconductors Index. The
information on the graph covers

the period from December 31, 2001
through December 31, 2006. The
stock price performance shown on the
graph is not necessarily indicative of

I
1,200_, 1t
s MEMC b
;= SEP500 . !
1,000 = S&P 500 Semiconductor |
v oy
800__ .

400

1
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future stock price performance. 12/31/01 1;2/31.'02 , ; : 12/31/03 12/31/04 12/31/05 ] 12731106

December 31, ' 2001 2002 ' l I2003 2004 2005 2006

MEMC 100 213.24  1270.99 373.24 624.51 | 1,102.54

S&P 500 . 100 77.90 : i]OjO.ZS 11115 116.61 ‘ 135.03

S&P 500 Semiconductors b1 48.78 196.33 76.21 85.47 77.85
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1 B0:ARD OF DIR]E”CTOIIQS A}sHIJ OFFICERS

BOARD OF DIRECTORF OFFICERS

John Marren ; Nabeel Gareeb
Chairman of the Board President and

Partner . Chief Executive Officer
Texas Pacific Group

(3) Kenneth H. Hannah
Senior Vice President and
Nabeel Gareeb : Chief Financial Qfficer

President and Chief Executive Officer
| [ Sean Hunkler

Peter Blackmore . Senior Vice President
Executive Vice Presidc'ént Manufacturing,
Unisys Corporation | '

(1,3) John A. Kauffmann

i Senior Vice President
Robert J. Boehlke I " Sales and Marketing
Retired; Former Executive Vice President and
Chief Financial Oﬂicel_!r
KLA-Tencor '
(1,2,3)

Shaker Sadasivam
Senior Vice President
Research and Development

C. Douglas Marsh F Mignon Cabrera

Retired; Former Vice|President Business Integration
& US Institutional lnyestor: Relations

ASML US, Inc.

(1.2) '

Senior Vice President
Human Resources

Mike Cheles
Vice President
information Technology and Chief Information Officer,

William E. Stevens !
Chairman of the Boa'rd Bradley D. Kohn

BBI Group, Inc. ' Vice President

(2,3) . General Counsel and Corporate Secretary

James B. Williams
Partner
Texas Pacific Group

(1)

Committees i
(1) Compensation |
(2) Audit :
{3) Nominating and Corpo:rate Governance

!
i

}
RECONCILIATION OIF GAAP EPS TO NON-GAAP EPS

I
‘ | 2006 2005 2004 2003 2002

GAAP EPS o $1.61° $ 1.10 $1.02 $0.53 $(0.17)
Cash Tax Difference* | $0.45 ${0.15) $(0.28) $0.10 $(0.02)
Non-GAAPEPS | | | $2.06, | $0.95 $0.74 $0.63 $(0.19)

1 0
*Our cash tax rate is the tax payable on our tax returns as a percentage of annual pre-tax book income, The annual cash tax rate is estimated annually by reference to book taxable income
A : ! . .
and then taking inte account temporary book/tax differences and any tax basis items reflected en our annval tax returns.
I
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MEMC Electronilc Materials, Ir;1c;.
501 Pear! Drive (City of O’Fallph)
PO.Box 8 ’
St. Peters, Missouri 63376 I

(636) 474-5000
www.memec.com




